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Toronto, Ontario 


Ottawa, Ontario, 
Wednesday, 
January 9, 1963. 


--- At 9.15 A.M. the hearing resumed. 


THE CHAIRMAN: I will call the meeting 
to order. This morning we shall hear a submission 


from the Bank of Canada. 


SUBMISSION OF 


THE BANK OF CANADA 


APPEARANCES 

Louis Rasminsky - Governor of the 
Bank of Canada 

Wisuitts) ea uio - Deputy Governor, 
Bank of Canada 

R. W. Lawson - Executive Assistant 
to the Governors 
Bank of Canada 

G.) K.1 Bovey. - Chief, Research 
Department, 
Bank of Canada 

'G..h..Freeman - Adviser, Researc 


Department, 


Bank of Canada 


THE CHAIRMAN: Mr. Rasminsky, at last, 
after a rather long adjournment, we have come to 
the point where we shall hear your submission. We 


have been looking forward to this for some time. 
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1 I wish to thank you for the very great 

a assistance you have been to this Commission. We have 
3 borrowed some of your very excellent staff. We have 
“ had the fullest co-operation from yourself and your 

5 colleagues on various occasions, and we feel very 


6 much indebted to you for all the help that you have 


7 given us. I understand that you wish to make a state- 
8 ment at the opening of the submission, and following 


2 that we shall be in a position to ask questions and 


10 carry on discussion with you and any members of your 
il staff you may wish to call upon. 
12 ‘MR, RASMINSKY: Thank you very much, 


13 Mr. Chairman. May I begin by introducing my associates 


14 who are present: 

15 Mr. J. R. Beattie, my Deputy; Mr. R. W. 

16 Lawson, Executive Assistant to the Governors; Mr. G. K. 
17 Bouey, the Head of our Research Department; and Mr. 

18 G. E. Freeman, Adviser in the Research Department. 

19 I should like to express my gratitude 


20 to you for the kind remarks you made about the help 
21 we have been able to give the Commission, and your 

22 reference to the adjournment of these proceedings. 

23 I particularly appreciated it, as I am sure the other 


24 public witnesses did, for the original times scheduled 


25 for these hearings would probably have not produced 
26 as easy an exchange of views as I hope we shall be 
27 able to have ‘on this occasion. 

28 | We in the Bank of Canada, as I have had 
29 | occasion to tell you, atta. great importance to the 


30 | work of this Commission. We look forward very much 
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Toronto, Ontario 
to Panne voi report, to see what decisions you have 
come to, what conclusions you have reached, as a 
result of your examination of the financial structure, 
and to see the numerous staff studies which I know 
have been undertaken. 

Apart from this value, which is very 
great, which we attach to the work of the ponent ore 
I believe that a commission of this sort has certain 
incidental values which are almost as great. For 
one thing I believe it makes people like ourselves 
think about their jobs, think about what it is that 
they are trying to do in their organizations, to 
sit back and take a look at their methods and objectives. 

I may say I do not know whether you and 
your colleagues have learned a great deal about 
monetary policy as a result of reading the rather 
voluminous submissions that we made last May, but 
I can assure you that I learned a good deal about 
it in the course of helping to prepare these sub- 
missions. It has forced us in the Bank, and 1 
am sure this is true of the other organizations that 
have given evidence to you, to think about our jobs 


in a coherent, constructive way, and I think that 


has been of real value. Certainly, in veiw of my 


own very limited experience as Governor of the central bank 
it has been an important part of my own on- 
job training during the past eighteen months. 
These submissions are dated May 31, 
and were prepared at a time when we expected to be 


heard, I think it was in the month of July. 
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Toronto, Ontario 

There are five formal submissions: 

The first is on the constitution and functions of the 
Bank of Canada, the second is on the role of 
monetary policy, the third is on the techniques of 
Monetary policy, the fourth is on the role of the 
Bank of Canada in debt management, and the fifth 
submission is on the role of the Bank of Canada in 
foreign exchange. 

In spite of the lapse of time since 
the end of May and the amount of water in various 
forms which has run over Niagara in the intervening 
months, there is nothing of a formal nature which 
we wish to add or subtract from these submissions, 

Naturally we shall be very glad to 
provide any additional material that the Commission 
decides in the course of these discussions it would 
be useful for the Commission to have, 

I take it, Mr. Chairman, that you will 
not wish me to read these May submissions, but I should 
like, as you have indicated, to make an opening 
statement, and to review briefly some of the highlights 
of the submissions. 

I do not intend to touch on all the 
material in these submissions that I would regard as 
important, but there are a few matters on which I 
should like to try to extend the discussion a bit 


further than we did in our formal submissions, 
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ni Oe 


2 1. The Relationship between the Bank of Canada and 


the Government 


4 Our first submission deals with the 
5 constitution and functions of the Bank and is, for the 
° greater part, an attempt to summarize the main pro- 
: visions of the statute under which we operate. I 
imagine that the Commission will wish to question me 
a about various aspects of this subject, and at the 
oh present time there is only one point on which I wish 
i to comment, This is on the matter of the relationship 
12 between the Bank of Canada and the Government. 
13 I have little to add in principle to 
14 what I said on this subject in the statement which I 
15 issued on August 1, 1961, shortly after I became | 
16 Governor of the Bank. This statement appears as an 
17 appendix to our Submission II: The Role of Monetary 
18 Policy. The substance of the view that I then 
“i stated and that I continue to hold is contained in 
fo one sentence as follows: 
x "T do not suggest a precise formula 
a (i.e. a formula governing the responsi- 
= bilities of the Bank and the Govern- 
24 ment in relation to monetary policy) 
e but have in mind two main principles 
ro to be established: 
27 (1) in the ordinary course of events, 
28 | the Bank has the responsibility for 
| monetary policy, and 
__30| (2) if the Government disapproves of 
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Torente, Ontario 
the monetary policy being carried 
out by the Bank it has the right and 
the responsibility to direct the 
Bank as to the policy which the 
Bank is: to carry out," 
This view might be described as the 
principle of joint or dual rsponsibility, and it 
seems to me now to be firmly established doctrine in 
Canada. Certainly during my tenure of office as 
Governor of the Bank of Canada the relationship between 
the Bank and the Government has been completely in 
accord with the two principles involved. During my 
experience as Governor the monetary policy of the 
Bank of Canada has at all times been that which the 
Bank judged to be the appropriate policy in the 
circumstances, and the Bank accepts full responsibility 
for its policy. At the same time the Government has 
been fully and continuously informed of the policy being 
followed from time to time by the Bank, and the 
Government has at no time dissociated itself from the 
policy nor disclaimed responsibility. In my judgment 
the principle of joint responsibility for monetary 
policy is now well understood and widely approved in 
Canada, and is working well at the present time. 
I take it that one of the tasks before th 
Commission is that of expressing a view on the Bank 
of Canada-Government relationship, and it is for 
this reason that I have thought that I should inform 
the Commission of my experience as Governor as well 


as of the opinions I expressed in August 1961. I 
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1 am pleased that the Commission is giving consideration 
2 to this ah and that it will be bringing its 

3 independent judgment to bear on the question of 

4 whether the Bank of Canada Act is adequate in this 

5 respect or whether it is desirable to establish 

6 by legislative amendment a procedure by which the 

_ Government can formally assume direct responsibility 


8 for monetary policy in addition to the ultimate 

9 responsibility which lies with it in any event. RE 

10 the Commission should decide in favour of recommending 
11 a provision in the Act which would explicitly 

12 authorize the Government to issue a directive on monetar 


a3 policy to the Bank, it seems to me important that the 


14 provision recommended should be phrased in such a 
15 way as to ensure that any directive issued under it 
16 would be quite formal in eiceac ad that is to say, 
17 that it would be in writing and would refer to the 


18 authority under which it was issued, that it would be 

19 Specific in its terms, and that it would be published 

20 within a relatively short period, 

21 Whether or not the Act is amended along 
22 these or other lines it is of course essential, as 


a3 I said in my statement of August 1, 1961, that 


24 there should be a consistent meshing together of all 
25 aspects of public financial and economic policy and in 
26 particular that moretary policy, fiscal policy and 


27 | debt management policy should be carefully coordinated 


28 | and purposefully directed towards attaining the over-all 
29 | economic objectives of the community. 
30 | 
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1 a: The Objectives of Monetary Policy 


2 ‘This brings me to the second main point 
S on which I wish to comment, namely the objectives 

4 of monetary policy. Our submission of May 31, 1962 

5 states (Submission II, paragraph 1m) that the broad 

6 objectives of monetary policy are those of public 

7 economic policy generally, .that in Canada these are 

8 rightly set high, and that hey may be said to in- 

9 clude; sustained economic growth at high levels of 
10 employment and efficiency, internal price stability and 
i1 the maintenance of a sound external financial position, 
12 an equitable sharing of economic benefits and burdens 
£3 and the, maintenance of a high degree of economic 

14 freedom. Further on (Submission II, paragraph 60), 
15 we say that while central banks feel a particular , 

16 obligation for seeing that adequate emphasis is at 

17 all times placed on price stability in the con- 

18 sideration of public policies, there does not appear 
19 to be any basic incompatibility between price 

20 stability and the other objectives of monetary policy. 
21 There are a number of comments I should 
22 like to make by way of elaboration and clarification 
23 of these views. In the first place, I want to make 

24 it clear eee this list of objectives is intended 

Ag as a factual statement of the economic objectives 

26 Qayves the community wants and regards as important -- 
O47 see a a statement of objectives which the central 

28 bank thinks the community ought to want. It is not 

29 easy to formulate a precise statement of what the 


community would regard as satisfactory performance 
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of the economy and there are no doubt many ways in 
which our statement could be improved. However, it 
does serve to indicate our view that the community 
Judges the quality of economic performance by a set 
of varied, complex and exacting standards rather 
than by any one simple test. 

One sometimes hears people say that they 
think there is a conflict between price stability and 
the other objectives of economic policy. Much 
depends here on what is meant by this use of the word 
"conflict", It is certainly the case that what one 
might describe as conflicting considerations enter 
into virtually every decision on economic policy, 
but if the statement is intended to mean that our 
economic system is such that it is clearly impossible 
to achieve price stability along with the other 
objectives that we seek, then I would not agree, 

Nor doolssee*any reason for: believing that policies 
involving a persistent rise in prices at an appreciable 
rate would make it any easier to achieve high employ- 
ment and sustained growth over the longer run, to 
achieve continuing improvement in the basic efficiency 
and productivity of the economy, to achieve a balanced 
international position, or to satisfy the community's 
notions of equity in the distribution of income. In 
fact, the contrary is more likely to be true. The 
more the community anticipated and took steps to 
protect itself against the persistent inflation 
generated by such policies, the less reason would 


there be to expect even short-run stimulus from it; 
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1 and if the outcome was a persistent inflation of our 

2 | cost-price structure in relation to that of our 

3 important trading partners, I do not see how the 

4 economy could continue on this course without chronic 
5 resort to’ exchange rate depreciation which would be in 
6 my view quite unacceptable both domestically and 

7 to other countries. 

8 | For my part, I am convinced that, in its 
9 pursuit of good economic performance, public economic 
10 policy will be more successful over time if it pays 

11 regard to the advantages of stability in the value 

13 of money as'‘a means of achieving such performance, 

13 What this means in practical terms will vary from time 
14 to time, Economic policy should try to avoid over- 
15 loading the economy because an overloaded price 

16 economy has little alternative but to find relief 

17 through price increases and excessive imports which would 
18 lead to exchange difficulties; on the other hand, 

19 it should avoid underloading the economy as a sub- 

20 stitute for other steps which could help in achieving 
21 price stability. 

22 

23 

24 | 

25 | 

26 

27 | 

28 | 

29 | 
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Economic management is rarely confronted in normal 
peacetime circumstances with the necessity of com- 
batting both substantial under-employment and sub- 
stantial upward pressure on the price level at one and 
the same time. But if we in Canada should find that our 
economy tends to develop upward price pressures as it 
moves towards the levels of economic activity and rates 
of growth we think it is reasonable to attempt to 
achieve and maintain, then the constructive reaction of 
public policy would not be to abandon the objective of 
price stability or the objective of continued expansion 
but rather to enquire into the market imperfections that 
are causing the undesirable price performance. An 
appropriate concern for price stability should help to 
give this constructive orientation, to public policy. FE 
do not think. that public policy can be satisfied to aim 
at anything less than achieving price stability at high 
levels of economic activity. I see no inherent conflict 
between these objectives and I do not peoere concern 
with preserving the value of money as a limitation on 
the use of monetary policy in pursuit of the ote 
economic objectives. 

Accordingly, when we in the Bank of Canada say 
that we feel a particular obligation for seeing that 
adequate emphasis is placed on price stability in the 
formulation of economic policy, this does not mean that 
we regard other economic objectives of the community, 
such as high employment or sustained growth, as being 
of any lesser importance, or that we believe that the 


toleration of unsatisfactory levels of employment 
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or rates of growth is a constructive or acceptable way 
for public policy to approach the problem of maintaining 
price stability. It means that we think that it is 
desirable to bear in mind at all times not only that 
price stability is in itself one of the objectives of 
public policy but also that concern for price stability 
is a helpful means towards the achievement of the other 
objectives. 


3. The Nature and Importance of Monetary 
Policy. 


The only other comments I wish to make on our 
Submission on the role of monetary policy relate to the 
way in which the influence of the central bank is felt 
and the degree of importance that it is reasonable to 
attach to monetary policy in attaining the community's 
economic objectives. Very briefly, our view on the 
first point is that the central bank can have an 
influence on credit conditions, and that changes in 
credit conditions in turn have an influence on the demand 
for goods and services and on the flow of capital into 
and out of Canada. The way in which operations of the 
central bank have an effect on credit conditions is out- 
lined in detail in our submission. The central bank 
controls the cash reserves of the banking system and this 
enables it to determine the general trend of total 
chartered bank assets and the "money supply" (currency 
outside banks and chartered bank deposits.) Changes in 
the assets of the chartered banks and in the money 
supply can have an important influence on credit con- 


ditions generally though they are by no means the only 


20% 


® ds: raits finer? ‘ow -dede’ ‘andes 7 Reve ai 


Wadd ¥iao sor name -EOW ve boci 2 ak seod oe std 


Le 
7 


ae 


. 1p yavisssldo add Yo sao Tieast, nt es eaetidade: ee 


Vezikdets soleg wo? aeons Isnt sare Guc bakteg 


« 2 ose = 
‘ s ‘ n adn al » tee a ne Spe * ; 
—Sigo. 6c eo tomreveidss and ebiewS?. emeom inigi sts oe a 


evaOdwnl wits 


\ 
| - S6visoetso |) 4 
| 
{ 


5 7 4 
at of etelot qotisa, yuatadam To, slox sav tio DOSS IMeee Coe 
f a | 
| Le 
‘82 6h" dieag [ets Sat 3 Heultiat st delndw al yew. 
‘ - - 7 
é ~ Pee 


od sfgeuosgeay sh Sf Jk saoaselsggme Isa aertgeb sof bee 


. ie ; _ 
; ah y dt horunte Y- peinkesde at tofloa wistenon oF nearee 
a 
sy 74 LY NBO ipl1 K>e\ Hovilcetdo ofmenogs uy 
s eyed ta od Seatmeo sis. jens ef srteg Sault: mi 
re nag pe . ” 
sece Peon Fibeto mo SonsuTiar 
oe | 
. ' 
prey) ea wenevitat me. sv awd “i eaoletinoes Iibete. 
sent tesraen te woth ade ral sestyyes bas abooy wo)? - 
7 4 
aio 39 anoitveisqe fotiw nt cow ad? .Vebsisy To suo, bre,’ 
«rie. OL gaottlbnos fibeie me sootts aa eved dned Levsnes {s 
vA / | . ‘ ce 


yaad Lactise sifl .foiseinice weo, at ogeb al pont | 


i: Hiat tas Mesere antiwed ott Jo euvytesgat cves erie nfortnos % 


a) ; 

: | | ee i 
- | ; intes to ofsctt. Leieiisg odd ontmuimessS of tf me tCRGe. 7 : 
(as f 


worsetys) “ul Aste yarorn ont fre aveeea sec bexeituedo. 

‘Gf Baguette Lait ep seokeb ig penetrate. bie eked eblesuo, — 

; : - “ - _ a : 7 ‘< oa. a 7 { 
a Yenog) eas at ‘ i anenet psaarnerto at to | agoees s 

A . : ihe yi Ansty i: ae AeTiae 7 

op ee ai ” : , 

f 


Nethereut & Young O76] = 
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factors at work. The trend of chartered bank assets 
and the money supply is of major concern to the Bank 
of Canada, not as an end in itself but rather as a 
means through which it can influence credit conditions. 
We explain the connection between credit 
conditions and the demand for goods and services in 
the following way: (Submission II, paragraph 12)... 
"Every spender must continually weigh the 
attractions and advantages of an increase in 
Spending against the risks, difficulties and 
disadvantages involved in financing it, given 
the circumstances prevailing at the time. 
The extent to which spenders are willing and 
able to go on stepping up their rate of 
Spending relative to their incomes, i.e. 
in pressing their demands for goods and 
services at the expense of their financial 
positions, will clearly be influenced to some 
degree by the conditions, both current and 
prospective, which confront them in financial 
markets. Relevant Pondiaenat cnet include 
the current and prospective availability and 
cost of credit, the current and prospective 
interest or dividend return available on 
financial assets of various kinds, the 
current and prospective prices at which 
securities can be bought or sold and the 
associated’ risk of capital loss or chance 
of capital gain. Other things being equal, | 
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becomes to borrow (and the more attractive it 


1 
: becomes to acquire or hold financial assets) 
’ the greater will be the restraining influence 
‘ of credit conditions on the demand for goods 
‘and services. On the other hand the easier, 
° cheaper or less risky it becomes to borrow 
i (and the less attractive it becomes to 
: acquire or hold financial assets) the more 
: stimulating will be the influence of credit 
‘ conditions on the demand for goods and services," 
zs Our submission goes on to explain that the 
- tightening or easing of credit conditions is likely to 
oy be reflected in the availability of credit as well as 
4 in the effect on yields obtainable on financial assets, 
r, and at times the availability effects can be quite 
15 , 
important. 
16 
‘I am aware that there are others who describe 
. the mechanism through which central bank operations 
* have an influence on the demand for goods and services 
é in a somewhat different way, and Il woud not wish to 
i claim that ours is the only way to view the process. 
However, I do not think that there is anything 
. irreconcilable between our way of looking at the 
mechanism and that which others may prefer. 
=| I come now to the question: how important 
2 
is monetary policy? 
7° I think there can be no doubt that used in 
4 an extreme fashion monetary policy could produce 
I dramatic results. There is after all virtually no limit 
* in theory to the extent to which interest rates could 
30 _| 


be allowed to rise or be driven up through monetary 
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contraction. On the other side, in theory there is 
virtually no limit to the extent to which the money 
supply could be increased. There are, however, 
important practical considerations which place real 
limitations on the range within which it is sensible 

to use monetary policy. These considerations are 
discussed in some detail in Section E of submission 

II and I do not propose to repeat them here. What I 
have to say today about the importance of monetary 
policy assumes that we are talking about the use of the 
instrument within some range set by these considerations. 
Indeed, IL believe one of the most important contribution 
that .monetary policy can make is to help keep credit 
conditions within reasonable limits so that the economy 
will suffer from neither the periodic credit crises of 
earlier times, on the one hand, nor from the disruptive 
effects of fears of inflation or of foreign exchange 
difficulties on the other. 

The contribution that monetary policy is 


making towards attaining the community's economic ob- 


jectives cannot be judged in isolation, since it is 

only one part of a whole mix of public policies in any 
given circumstances. With proper coordination, it can 
make an important contribution to the success of other 
public economic policies. For example, if an expan- 
sionary fiscal policy is appropriate in the economic 
circumstances, including the external financial position, 
then monetary policy ‘coordinated with debt management 
policy may be able to prevent the increased borrowing 


requirements of the Government from producing inappro- 
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priate credit conditions, On the other hand, if 
the economic circumstances are such that budgetary 
Surpluses are indicated in order to exercise a 
restraining influence on the demand for goods 
and services, monetary policy in conjunction with 
debt management policy can be helpful in ensuring 
that these do not produce inappropriate credit 


conditions, 
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2 There can be no doubt that monetary policy 

3 has an important effect on the flow of funds through 
a financial markets, including the flow of funds between 
5 foreign and domestic financial markets. International 
6 flows of funds can often be appreciably affected by 
7 relatively small changes in interest rates, and this in 


8 itself is a sufficient reason for a good deal of 


9 importance to be attached to monetary policy. Monetary 

10 policy can at times play a crucial role in the main- 

al tenance of a sound external position. 

12 In our submission (Submission II, paragraph 5) 
13 we indicated that the central bank must over the years 

14 satisfy the need of a growing economy for a larger 

15 stock of enemy, and that in the course of doing so it can, 
16 over shorter periods, help to moderate undesirable 

17 swings in the level of over-all demand. A great deal 

18 of discussion of the impact of monetary policy relates 


19 to its possible effectiveness in helping to achieve 
20 short-term objectives such as the moderation of 
71 cyclical fluctuations. The empirical evidence re- 


22 garding the strength of the impact of monetary policy 


23 over the short-run tends to be inconclusive and it is 
24 not surprising that this is so because of the wide 
25 range of non-monetary factors that affect spending 


26 | decisions. As we state in our submission (Submission 


27 QI, paragraph 20): 


28 | "Business spending plans are often appre- 
29 ciably changed,for example, by the 
30 | discovery of new production techniques, the 
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availability of new machinery and equipment, 

the discovery of new natural resources, 

changes in the cost of materials and labour 
and taxation arrangements and, more generally, 
by changes in the levels of current or ex- 
pected business profits. Similarly, consumer 
spending plans are frequently changed by the 
appearance on the market of new or different 
goods and services, by changes in tastes and 
customs, and by changes in the actual or 

Lene eS levels of personal income. These 

various influences give rise to continuous 

and sometimes sharp changes in the trend of 
total spending." 

The effects of changes in credit conditions 
during the business cycle on the trend of spending 
(involving as they do not only changes in the cost and 
availability of new borrowing but also changes in the 
prices of existing financial assets) are, of course, 
extremely difficult to assess. When credit conditions 
are changing it is almost invariably the case that some 
of the other things which have an eau anes on spending 
decisions are also changing, and it is difficult to 
isolate the effects on spending decisions of changes 
in credit conditions alone. I do not say this is to 
suggest that the effects on spending decisions of 
changes in credit conditions within the range that it is 
feasible to contemplate within the course of the 
business cycle are dramatic; on the contrary I believe 


that their magnitude is generally over-estimated rather 
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than under-estimated. 

The lag between the time when credit con- 
ditions change and the time when the full impact is felt 
on the level of domestic spending adds to the problems 
of trying to form an objective view of the importance 
of monetary policy in the moderation of cyclical 
fluctuations. I would not wish to attempt any precise 
estimate of the length of these time lags and it seems 
likely that they vary from one time to another. Here 
again the problem of measurement is a very difficult 
one. Even though the lag between the implementation of 
monetary policy and its effect on spending decisions may 
be fairly long, the length of the typical business cycle, 
particularly the expansionary phase, appears to me to 
be long enough to make it possible for monetary policy 
to make a worthwhile oiler to stabilization. In 
the case of international capital flows, monetary policy 
and changes in credit conditions can have a strong im- 
pact with very little lag. 

I think that the main conclusion I would draw 
from these considerations is that monetary ey 1s 
important enough to warrant a considerable effort to 
try to get it right and to make as much use of as 
circumstances permit. It cannot carry the whole 
burden of regulating the general level of spending in 
the economy and maintaining a satisfactory external 
financial position, but in combination with other 


public economic policies it can make an important 


contribution. 
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4, Institutional and Technical Considerations. 

I now turn to a range of questions having 
to do with the institutional structure of the financial 
System and with the technical arrangements and regu- 
lations under which it operates, including those which 
constitute the apparatus of monetary control. In our 
third submission we dealt in some detail with "The 
Techniques of Monetary Policy", and before referring to 
two or three of the highlights of this submission I 
would like to make a few general observations about the 
kind of financial system which in my view would be 
likely to best serve the community in the pursuit of its 
economic objectives. 

in then first. place, .lathink, that: this ,isya 
field in which there are great advantages to be gained 
by preserving and ‘strengthening the best features of 
the price ten If the community is to place major 
reliance on market mechanisms to produce the results it 
desires, however, it is essential to have good markets 
-- and there is no automatic mechanism which ensures 
that all markets are good markets. Markets for credit 
are no exception. I am not at all sure that I could 
offer anything like a completely adequate description 
of what I mean by good credit markets if I were pressed, 
but some of the more obvious and important characteris- 
tics come readily to mind. 
First, I would stress the importance of plenty 

of effective competition. Financial markets and 
institutions provide channels through which the needs 


of those with funds to lend or invest can be matched 
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1 against the needs of those whose spending plans require 
2 outside finance for their execution. A good financial 
3 System should provide a wide range of choice among 

4 alternative channels of credit both for borrowers and 


5 lenders, which would imply effective competition 
6 between various kinds of financial intermediaries, numeraus 


q competing instruments available, and broad financial 


8 markets linking the system together as an organic whole. 
9 It is important that new entrants into the credit 
10 business as well as innovations in financial techniques 


11 should get a fair chance to prove themselves in 


12 competition with existing firms and techniques. It is 

13 also’ important that the terms and conditions of credit 

14 contracts should be freely determined under competitive 
15 conditions in impersonal markets and should respond 

16 flexibly to changes in the pressure of supply or demand 
17 for credit. 


18 Other desirable characteristics of a good 


19 financial system it seems to me, include adequate 
20 specialization and diversity. Within limits, I think 


Di it is desirable that financial institutions should 


22 Specialize in particular fields of credit and develop 

23 their own individual expertise in catering to the 

24 particular Rertnenents even of small groups of borrowers 
25 and savers whose needs differ to some extent from those 
26| of the great majority. 

py Finally, I would stress that markets for 

28 | credit can work well only if they are permitted to do 

29 | so by the customary practices, rules and regulations 


30|| which govern financial behaviour. An unduly rigid 
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System cannot respond flexibly to shifting market 
forces, adapt to changing circumstances, or develop new 
ways of meeting new needs. 

No doubt there is a good deal more of a 
general nature that could be said about the desirable 
characteristics of a good financial System, but perhaps 
I have said enoughi already to indicate the broad lines 
of my approach to questions of this sort. When one 
leaves generalities behind and begins to examine in 
detail the institutional structure and governing 
arrangements of our own financial system it is not at 
@ll easy to be sure what is and what is not both in 


accordance with the general interest and fair and 


equitable to all the particular interests directly 


involved. To make sure assessments is one of the main 
tasks of the Commission and I do not intend to usurp 


your functions. 
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1 In what follows, I propose to confine my attention to 
2 certain aspects of the institutional arrangements and 
3 regulations which constitute the existing apparatus of 


& monetary control in this country with which the central 


§ bank is more directly concerned. 

6 The essential features of this apparatus are 
7 described in our formal submissions to this Commission 
8 -- a fractional reserve banking system consisting of 


9 the Bank of Canada and the chartered banks, the latter 
10 being required by law to maintain average minimum cash 
11 reserves in the form of Bank of Canada notes and 

¥2 deposits equivalent to 8 per cent of their Canadian 

1 deposit liabilities. By agreement they also maintain 


14 average minimum liquid asset holdings (including cash 


15 reserves) equivalent to 15 per cent of their deposits. 
16 Through its open market transactions in Government 

17 securities and various other operations, the Bank of 
18 Canada exercises direct control over the total amount 
19 of cash reserves available to the chartered banks as 


20 a group, and thus over the broad trend of their total 


21 deposit liabilities. Subject to the observance of the 


22 agreed minimum cash reserve and liquid asset ratios, 

23 the chartered banks themselves determine the allocation 
24 | of their funds among loans and investments. 

25 In our submissions of eee: May we expressed 

26 certain tentative views concerning these arrangements. 

27 I do not propose to quote what was said in detail, but 

28 perhaps a brief summing-up of our general position 

29 | regarding the adquacy of our technical powers vis-a-vis 


30| the chartered banks would be helpful. I would say that 
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the Bank of Canada's existing powers in this respect 
are broadly speaking satisfactory for most purposes 
and most situations. The Bank has open to it an ade- 
quate range of techniques for varying the total amount 
of cash reserves available to the chartered banks and 
this power, in conjunction with the minimum cash reserve 
requirements, enables it to influence the over-all rate 
of growth of the chartered banking system over time. I 
might interject here that under the existing formula 
for calculating the minimum cash reserve requirements 
the central bank is involved in rather more guesswork 
in its day-to-day cash management than it would like, 
and that we have been thinking about various possible 
changes in the formula which might improve the short- 
run predictability of chartered bank response without 
imposing an unduly rigid system. Perhaps I shall have 
a bit more to say about this particular problem later 
in these proceedings; at this stage I merely wish to 
note its existence as one of the minor difficulties 
that the central bank has encountered in operating under 
the existing cash reserve arrangements, 

In the normal course of events the Bank of 
Canada's cash management operations have their direct 
and immediate impact on chartered bank holdings on liqui 
assets and Government bonds rather than on the trend of 
chartered bank loans. Chartered bank lending policies 
appear to be rather insensitive to cash management ex- 
cept when the banks regard their holdings of liquid 
assets and Government bonds as being close to minimum 


levels. The agreement by the banks to observe a 
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1 minimum liquid asset ratio can, in the view of the 

2 central bank, play a limited but nevertheless useful 
in" role in increasing the responsiveness of the chartered 
“ banks' lending policies to cash management. Use of 


5 the statutory power of the Bank. of Canada to vary the 


6 cash reserve requirements applicable to the chartered 

7 banks would enable it to exert a more direct and 

8 immediate influence over chartered bank lending policies 
9 in exceptional situations where this seems to be 


10 urgently desirable. It might be desirable for the 

11 central bank to be able to achieve a similar result 
12 through methods which had a smaller impact on bank 

13 earnings, such as by varying the level of the minimum 


14 liquid asset ratio. Here too the Commission may wish 


15 to have some further elaboration of our ideas at a 
16 later stage in the proceedings. 
17 The rapid growth during recent years of various 


18 types of financial institutions which compete directly 


19 with the chartered banks in various aspects of their 


20 lending and deposit business raises a number of impor- 
21 tant questions, including one on which I would now like 
22 to comment. This question is whether the operations of 


23 these institutions which are not subject to stipulated 
24 | cash-reserve or liquid asset requirements have 
25 | constituted in practice a serious impediment to the 


effectiveness of a policy of monetary restraint in 


Canada on the occasions when this has been the aim of 


| 
| 
28 the central bank. My own feeling with regard to this 


29 | important issue is that it has not. It is true that a 


30 contraction of the cash base of the credit system 
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2 at 

3 brought about by the central bank must directly or in- 

4 directly affect a significant proportion of the institu- 
5 tions engaged in the business of extending credit if it 
6 is to be effective. My own reading of the evidence is, 

7 however, that the effects on financial institutions and 

8 markets have been in fact quite pervasive even though 

9 membership in the reserve system has been limited to the 
10 chartered banks and even though there has been a good 


11 deal of ridigity in chartered banks lending and deposit 


12 rates. Whether the response of the banks to cash 

13 reserve stringency takes the form of disposing of 

14 Government securities (and thus driving up market interest 
15 rates) or of raising their own deposit rates, other 

16 financid institutions are put under pressure to offer 


17 competitive returns on their own obligations if they 


18 are to avoid cash drains and retain their share of the 

19 flow of current savings; and sooner or later institutionajl 
20 lending rates generally must also be increased if normal 

a1 | operating margins are to be maintained. In general, unless 


99 financial markets are very badly compartmentalized and 
23 full of interest rate. .and other rigidities, -pressure 


24) exerted at one point in the system is transmitted to othe 


25 areas of the market through a variety of mechanisms, and 
26 results in a more or less general stiffening of interest 
97|| rates and other credit terms affecting all borrowing 


98\| channels. 


The ability of the so-called "near banks" 


30 | to grow at the expense of the chartered banks seems to 
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me to depend basically on the ability of the "near- 
banks" to offer relatively more attractive terms to 
those with funds to deposit or invest than are offered 
by the chartered banks and "near-banks" are able to earn 
on their loans and investments. This is mainly a matter 
of the particular legal provisions and customs which 
govern the operations of the various types of financial 
institution rather than of the form in which cash is 
depositied and held in reserve. If the chartered banks 
were able and willing to maintain their deposit rates 
at competitive levels and recoup themselves by raising 
their lending rates, I do not see waoy.their membership 
in the fractional cash reserve system should prevent 
them from growing as rapidly as their competitors who 
are not members. The central bank aims at influencing 
credit conditions generally, not at restricting the rate 
of growth of chartered bank deposits as such to some 
preconceived rate. 

In practice, of course, the chartered banks 
are restricted in the lending rates they can charge 
and in their participation in certain remunerative 
fields of lending, and this undoubtedly affects their 
ability to compete for funds by offering sufficiently 
attractive interest rates on time and notice deposits. 
I should imagine that this is one of the main reasons why 
the chartered banks have lost ground to their near-bank 
competitors during the past decade. On the other hand, 


I do not think there is much evidence that the competitive 


gains of the "near-banks" at the expense of the chartered 


banks have been unusually great during periods of 
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monetary restraint except in certain rather special 
cases, such as the gains made by the instalment finance 
companies in the field of personal lending during the 
early 1950's, before the general move of the chartered 
banks into the field of instalment-type personal loan 
plans. Nor do I believe that the special requirements 
of the banks as members of the fractional reserve system 
-- the need to observe the 8 per cent minimum average 
cash and 15 per cent minimum average liquid asset ratios 
-- have so affected bank earnings as to seriously 
restrict ee ability to pay competitive deposit rates. 
I would like to conclude my comments on the 
existing apparatus and arrangements for monetary control 
with a word concerning the Bank Rate. At the time our 
submissions to this Royal Commission were prepared last 
May I had intended to postpone any change in the 
existing method of setting the Bank Rate until the matte 
Nad been fully aired in the course of your series of 
hearings and I had received some indication of the 
Commission's views. As you know, however, this plan was 
overtaken by events and since June 24 last we have 
operated under a fixed Bank Rate system, while leaving 
the rate to money market dealers through purchase and 
re-sale agreements on a floating basis related to the 
treasury bill tender rate as before. It is too early 
yet to draw any firm conclusions as to how the new 
Bank Rate system has worked, but perhaps I might venture 
a comment about its performance as a Signal. The 
initial increase in the Bank Rate to the new fixed 


level of 6 per cent in June was undoubtedly seen to be 
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1 a strong confirmation of a major change in monetary 

2 policy. In the case of the three Subsequent reductions, 
3 however, the same cannot be said: what was underway was 
4 a more or less continuous, gradual and tentative modifi- 
5 cation in the emphasis of policy rather than any major 


6 turning-points in policy with unambiguous implications 


7 for the future. 
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Although it has been very short, I 
think that our recent experience with the Bank Rate 
as a signal has been significant. From time to 
time one hears the view expressed that every change 
in the Bank Rate reflects some clear change in the 
central bank's expectations about the future, and 
that the central bank announces its fresh assessment 
to the country by the Bank Rate change. This 
view that Bank Rate should be regarded as a signal 
seems to me to draw its nourishment from Bank Rate 
changes such as our move to 6 per cent in June and 
Similar crisis-type action taken on occasion in other 
countries. But Bank Rate changes of this kind have 
been unusual, and one hopes that they will be so 
in future; in fact, inasmuch as one of the aims of 
policy can be said to avoid crises, one hopes to 
avoid them completely. In any event, much less dramati 
changes are much more common, and these typically 
do not reflect any clear change in central bank 
expectations, but rather the more or less continuous, 
and usually slow, evolution of economic events. 

The principal advantage of a fixed 
Bank Rate over a flexible Bank Rate lies in the 
element of stability that it can give to money market 
rates by tentatively placing an upper limit. on. their 
movement. This is a substantial advantage. The 
principal disadvantage of a fixed Bank Rate is that 
when it moves it moves by definite steps, and since 
the underlying situation does not usually move by 


steps but gradually, the timing of Bank Rate changes 
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is largely arbitrary. This arbitrariness is unavoidabl 
iz under the fixed bank rate system but it does some- 
3 times create difficult problems of timing for the 
4 central bank, If we develop a mystique about Bank 
5 Rate changes under which every change is supposed 
6 to be saying something about the future, we WELLER 
7 think, be creating false expectations and 
8 complicating the normal use of this instrument by the 
9 central bank, 
10 Se Monetary Policy and Debt Management 
il The fourth submission of the Bank of 
12 Canada to the Commission is called "The Role of the 
13 Bank of Canada in Debt Management”. In the context 
14 of this submission debt management is taken to mean 
15 the management of that part of the Government's 
16 debt which takes the form of direct and guaranteed 
a7 securities outstanding. Such management includes 
18 the determination of the terms of new security 
19 issues, arrangement for their marketing and servicing, 
20 and the operation of certain Government investment 
D4 accounts, 
22 There is nothing that I wish to add to 
23 this submission today, but I would like to take 
24 the opportunity of underlining what I think are the 
25 two most important points in it. The first is that 
26 in the field of debt management the role of the Bank 
27 of Canada is that of adviser to, and fiscal agent for, the 
28 | Government,’ The decisions taken by the Government in 
| 
29 | this field are communicated on its behalf to the Bank 
EL 30| of Canada by the Minister of Finance. 
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1 The second important point is that in some 
2 ways debt management is very similar to monetary 
3 management. Both can have an influence on credit 
4 conditions and both have their principal impact on 
5 the economy in that way. Denese eae decisions 
6 have their influence on credit conditions by affecting 
7 the characteristics and the amounts of the various 
8 types of Government securities that are outstanding, 
9 thereby affecting the terms on which investors will 
10 hold them. Monetary policy exercises its influence 
11 On credit conditions in part by affecting the 
12 distribution of the outstanding Government securities 
13 between banks and other holders, 
14 In these circumstances it is obvious 
15 that very close coordination between debt manage- 
16 ment and monetary management is desirable. I believe 
17 that a nigh degree of effective cocrdination is in 
18 fact being achieved, and in my experience this co- 
19 ordination is facilitated by the fact that the central 
20 bank acts as the Government's agent in debt manage- 
21 ment operations. 
22 6, Monetary Policy and the Foreign Exchange Rate 
55 I would like to make a few comments now 
24 | on the subject-matter of our final submission which 
a deals with the role of the Bank of Canada in foreign 
26 exchange matters. As we point out in that submission 
27 foreign exchange policy in Canada is determined by 
28 | the Government and not the central bank, yut. there 
29 | is a close inter-connection between monetary policy 
_30, and foreign exchange policy. 
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1 Since May 2, 1962, we have had a fixed 
2 foreign exchange rate in Canada, with a par value (92.5 
3 cents U.S.) established with the International 

& Monetary Fund and with the Government fulfilling the 
S normal undertaking of Fund members to keep the rate 

6 of exchange between the Canadian dollar and other 

7 currencies within one per cent on either side ofthe 
: declared par value. The undertaking of Fund members 
9 to achieve this degree of exchange stability reflects 
uy the view underlying the exchange rate system of the 
11 International Monetary Fund, namely, that exchange 

12 rate stability is in the best interests of the 

13 individual countries which make up the international 
14 trading community. The Fund system does not, of 

15 course, require its members to cling to foreign 

16 exchange rates for their currencies that are in- 

17 appropriate, and it provides facilities which give 

18 to each member the means of changing its declared par 
19 value to correct a fundamental disequilibrium in its 
20 position in a way which gains international accept- 
21 ability and which is thereby most likely to be effective, 
ef The Fund system also makes provision for financial 

+ assistance to enable members to cope with short-term 
ei | disequilibria in their balance of payments, 
a2 The means most immediately available to 
26 the Government tO keep the foreign exchange rate 
27 | within one per cent of the declared par value is 

28 | direct intervention in the foreign exchange market 
29 to buy or to sell foreign exchange in the amounts 

30 necessary, and this it does, using the Bank of Canada 
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1 as its agent for the purpose. But since there is 

a obviously some limit to the volume of direct Govern- 

3 ment intervention that is feasible, the successful 

4 operation of this exchange rate system requires that 

5 the underlying factors which influence the demand 

6 for and supply of foreign exchange should throw up 

7 Something sufficiently close to demand-supply balance 
8 in the market to allow direct Government intervention 
9 to remain within the scale that is feasible, Since 
10 these underlying factors are themselves affected 

11 by the character and mix of mb ic economic policies, 
12 the real means available to achieve over time the 

13 Government's declared exchange rate intentions is to 
14 achieve a combination of public economic policies 

15 which supports the Government's exchange rate policy. 
16 Having recognized that it is funda- 

17 mental to the success of public foreign exchange 

18 policy and to its contribution to the achievement of 
19 the community's economic goals that it be adequately 
20 Supported by an appropriate combination of other 

21 public policies, I would like now to return to the 

22 part that we must expect to be played..by fluctuations 
23 in our foreign exchange reserves if the fixed 

24 exchange rate system that we now have is to work well, 
25 These fluctuations are the shock-absorbers in the system, 
26 accummodating the short-run oscillations and dis- 
oF eer dy the flow of the country's foreign 

28 | exchange receipts and payments and permitting a 

29 smoother adaptation of public policies to the needs 

20} of the external economic position. With a structure of 
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1 international transactions as large as ours, and 

2 containing as many potentially volatile elements, “it 

3 must be expected that from time to time the changes in 
4 the level of our reserves will be very large, and 

5 we must therefore be prepared to accommodate then, 


6 Among the ways in which we must be prepared, I think 


7 particularly of three, First, we must have reserves 

8 large enough to absorb large losses, It is of course 
9 true, aS we have seen, that in periods of crisis 

10 Canada can have ready access to massive international 
11 financial assistance, but I take it that we would want 
12 to be in a position to accommodate substantial fluctu- 
13 ations in the flow of our international receipts and 
14 payments without such assistance, Second, we must 


15 be prepared to deal with the Canadian dollar financing 


16 of large increases in our reserves. While this may 

17 raise some problems, I see no reason to Suppose that 

18 they would be unmanageable. Third, and most important, 
19 Canadian public opinion must prepare itself to accept 
20 large fluctuations in our reserves, This will take 

21 Some doing because we have no recent experience with a 
22 fixed rate system, and we had grown used to seeing 

23 very little movement in our foreign exchange reserves 
24 for years at a time under the fluctuating rate system, 
25 It will militate against the smooth operation of the 

26 fixed rate system if, instead of focussing on the 

27|| underlying position of the country's balance of payments, 
28 | public attention should be pre-occupied to an 

29|| exaggerated degree with short-term changes in reserves 


30 || which, though large, may be well within the country's 
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1 capacity to handle, 

2 Perhaps one could say by way of summary 
3 that the satisfactory operation of any exchange rate 

4 System in Canada requires the support of an appropriat 
S| combination of public policies, and that there are 

6 in practice two additional requirements for the 

7 satisfactory operation of the fixed exchange rate 

8 system-- that the rate should be fixed within the 

9 range which is appropriate to the longer-run needs 

10 of the economy, and that there should be effective 

11 freedom to absorb large short-run fluctuations in the 
iZ flow of foreign exchange receipts.and expenditures 

13 through movements in the exchange reserves. While 

14 both of these requirements are essential, they should 
15 not be impossibly difficult to satisfy and if they are 
16 satisfied they will leave adequate scope for the 

ig constructive use of monetary policy within the frame- 
18 work of public economic policy. 

19 That is the end of my statement, Mr. 

20 Chairman. I thank you for listening to it so 

21 patiently, and I am now prepared to face my inquisitors 
22 THE CHAIRMAN: Thank you very much, Mr, 
23 Rasminsky. In view of the length of your statement, 
24 I think we should now adjourn for twenty minutes. 

25 

26 --- Short recess. 

27 

28 | THE CHAIRMAN: We will now resume. 

50 | Are there any questions? 


| COMMISSIONER GIBSON: Mr. Chairman, I 
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1 have a few questions. in the area of the objectives 

Be of monetary policy that I would like to ask Mr, 

3 Rasminsky,. He has been good enough to elaborate 

a a bit upon objectives this morning, and he has 

5 answered several of the questions I was proposing 

6 to ask him, 

7 However, sir, I would like to start 
8 with your statement on objectives, and ask for 

9 elucidation of certain aspects of them. In the 

10 first paragraph of Section 2 you outline what the 

il objectives of public economic policy are. You 

12 state that the broad objectives Becretary policy 
13 are the same as those of public economic policy 

14 generally, and that these include sustained 

15 economic growth at high levels of dip 1890 and 

16 efficiency, internal price stability and the 

17 maintenance of a sound external financial position, 
18 an equitable sharing of economic benefits and 

19 burdens and the maintenance of a high degree of 
20 economic freedom. 
21 Then, in paragraph 59 of your Submission 
22 II you state: 

23 "Central banks feel a particular 

24 obligation for seeing that in the 
25 consideration given to the proper 
26 'mix' of public policies adequate 
27 emphasis is at all times placed on 
28 | / price stability Wa. 

29) This morning you elaborated a little more on the 

_ 30] relationship between the emphasis on price stability 
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1| in your submission and the general objectives of a 

4 national economic policy. Does this mean that price 
| stability is a special objective of the central bank 
4 because of its concern with money, but not necessarily 
5 any more important than the other objectives which 

6 you have stated? 

7 MR. RASMINSKY: I think that the 

8 central bank, Mr. Gibson, would have all these ob- 

9 jectives simultaneously, and would not feel -- at 

10 least, we do not. feel in the Bank of Canada -- 

11 that it is necessary to establish a priority as 

12 between the objective of price stability -- the one 
Ps to which you have referred -- and the other objectives 
14 which are related, for example, to unemployment and 
15 growth. This was the burden of my remarks this 

16 morning, that there is no inherent incompatibility 

17 between these objectives, 

18 Indeed, as I argued this morning, 

19 we regard the policies that are directed towards 

20 the attainment of price stability as one of the means 
21 by which the other objectives can be achieved and 

22 should, in fact, be achieved. 

23 We believe that an adequate emphasis 
24 on’ price stability as an objective will direct 

25 policy along constructive lines -- along 
26 lines that are pinpointed and that relate to 

27 specific situations. A pottleneck situation, for 

28 | example, would be one illustration of that. 

29 | The broad answer I would make to your 


30 question is that the central bank has all the rapa k 
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1 in mind at all times. If the question is: Why 
2 does the central bank feel any particular responsibility. 
3 for - why does it emphasise - price stability as’ much as tt 
4 does?, then I think I would answer that question, 
5 in-addition to the answer that was incorporated in 
6 my statement this morning, in this way; I think I 
7 would say.that the impact of policies leading to ‘aaa 
8 price instability is likely to be delayed. . There 
9 are lags involved in the inflationary consequences 
10 of policies -- and there may be inflationary consequences 
il to such policies -- that are directed exclusively to 
12 the other objectives. For this reason I think it 
13 is the case that though public opinion generally 
14 accepts price stability as an objective, the public 
15 is not as bocudaesey organized in seeking to attain 
16 this objective as it is in seeking to attain some 
Li? of the other objectives, It requires a longer view 
18 of the situation. It probably requires also some 
19 sophisticated knowledge of what the economic and 
20 price-making process is, and of how some of the 
21 other policies react throughout the economic system, 
22 
23 
24 
25 
26 
27 
28 | 
29 | 
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The central bank is in a position to take 
| such a view, and I think that it may also be for reasons 
3 relating to the organization of the support for various 
4 objectives that most central banks do feel a special 


5 responsibility, and I think also feel that the public 


6 expects them to feel a special responsibility for,the 
¥ attainment of a reasonable price stability. 


8 But I come batk to the pointfrom which I 


9 started and I say that in our judgment such an emphasis 
10 on price stability is not by any means incompatible 


11 with the achievement of the other objectives. 


12 COMMISSIONER GIBSON: Thank you, Mr. 
13 Rasminsky. There is one central bank in Europe, at 
14 least one, I understand, which is instructed in its 


15 legislation to concern itself with the stability. 


16 of the internal and external value of the currency, 
17 and this is its prime responsibility as such. Other 
portions of the governmental organization concern 


19 themselves with, let us say, the mesh, the mix, of 


20 economic policy. 

21 Do you think there is any merit in that 
22 kind of an approach or do you think a central bank 
23 ought to have all these objectives in front ah ine Of 


24 all the time? 


MR. RASMINSKY: I think the latter, Mr. 


26 Gibson. I think that it would be a mistake to 


incorporate into the legislation any specific in- 


27 | 
28 || struction to the central bank to focus its policies 
| ana its attention exclusively on the achievement of 


30 | any single objective. 
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In our Bank of Canada Act there is a 
reference, ane in exactly the type of language that 
we use today but rather similar language, to the 
variety of objectives that the central bank has. The 
preamble reads: 

"Whereas it is desirable to establish a 

central bank in Canada to regulate credit 

and currency in the best interests of the 

economic life of the nation, to control 

and protect the external value of the 

national monetary unit and to mitigate by its 

influence fluctuations in the general level 
of production, trade, prices and employment, 
so far as may be possible within the scope 

of monetary action..." hs 

And so on. 

COMMMSSIONER GIBSON: Now, looking at the 
objective of price stability to start with, what is 
in your opinion reasonable fulfillment of that objective? 
To elaborate a little more on the question, what is a 
tolerable . long-range increase in the price level 
or is any long-range increase in the price level tolerable? 
Obviously, there will be increases in some years and 
declines in others, so that in any given year presumably 
one would be willing to see a certain degree of latitude, 
but as a regular diet what is consistent with the idea 
of price stability? 

MR. RASMINSKY: I would not like to agree, 

Mr. Gibson, that any degree of continuous increase in 


the price level, or any degree of continuous erosion in 
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1 the value of money, is consistent with the idea of 


2 price. stability... ofr course, by price stability one does 


3 not mean price rigidity. It is obvious in a progressive, 
4 dynamic society where resources are being moved from 
5 one industry to another industry, where people are 


6 changing their jobs, where some things will be expanding 


7|: and other things will be declining, and° where 


8 prices will be affected by demands originating not 


9 only inside the country but also outside the country, 

10 that there will be constant shifts in relative 

11 prices and these shifts in relative prices are an 

12 essential part of the process of a functioning economy 
13 and . will be responsive to the demands of various 

14 sorts that are being made on it. 

15 The concept of price stability must,’ therefore, 
16 make provision for shifts in relative prices. It seems 
17 to me that there are two general principles that one 

18 would have in mind in attempting to answer your question 
19 as regards to the over-all level of prices. One 

20 principle would be that a price movement would be 

21 regarded as falling outside the range of price stability 
oy if it set into motion cumulative processes, if the price 
23 movement was large enough to lead various sections of 

24 the community to protect themselves against the effect 
25 | of the price movement, so that you had a fresh starting 


26 point -- that I think would be incompatible with the 


o7 conception of price stability. 


A second general consideration that I think 


one would have to have in mind would be the comparison 


3 | with other countries. If other countries had targets 
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1 which they were able to attain which came quite close 
2 to involving little or no upward movement in prices, 
3 then obviously the tolerance of an upward movement of 


4 prices here would lead to international trade difficultids, 


5 repercussions of our balance of payments, etcetera. 

6 COMMISSIONER GIBSON: We have had it suggeste 
7 to us that there is a strong tendency for prices of 

8 services to increase over a period of years, and this 

9 has been the case in recent times -- 

10 MR. RASMINSKY: Mr. Gibson, I am sorry but 


i1 I did not hear the beginning of your question. 


12 COMMISSIONER GIBSON: We have had it suggeste 
13 to us in evidence that there is a strong tendency for 
14 the price of services to increase over @ considerable 


15 period of time, and this has indeed been the case in 

16 recent times, and that if you do not allow some 

17 latitude for a long-term price increase the implication 
18 may be that the price of goods would have to go down 


19 to offset this long-range increase in the price of 


20 services, and that if the price of goods go down, or 
21 there is a tendency for them to drift down over a 


<i) period, that this might well have an unfavourable effect 


23 on investment and other decisions. Would you care to 
24 make any comment on that? 

25 MR. RASMINSKY: Yes, I would, Mr. Gibson. 
26 || I think you are moving now to a rather different 


27 | question to the one with which I was just trying to 


28 | deal. You are moving now to the question of the 


29 | measurement of price stability, and my previous remarks 


30| were related to the concept of price stability rather 
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than to its measurement. 

Thené.are difficult enone connected with 
the measurement of prices, in fact there are difficult 
problems connected with what one precisely means by 
price stability, and I did not mean, in what I said 
before, to imply that it was my view that price stabilit 
necessarily meant stability in any single measure of 
prices that one might think of. 

There are various measures of prices that 
are available, and some additional measures that have 
been suggested as significant but which are not 
available in Canada. 

I suppose in a way the most general measure 
of price movement available would be the deflator of 
the gross national product, but that is not a particularly 
good measure because it is influenced by the shifting 
composition of the gross national product. The whole- 
Sale price index, 18.4 fairly volatile index. It 
includes a good deal of internationally traded goods. 

Another index to which a great deal of 
importance is attached is the cost of living index, 
or the consumer price index, as an over-all measure 
of prices. This is indeed a very important index 
because it is so regarded and figures very prominently 
in public discussions and wage negotiations, and so on. 

COMMISSIONER GIBSON: And it has a large 
element of services in it as well. 

MR. RASMINSKY: It has a large element of 
services in it, yes. Another index that has been 


suggested as a significant one is an index of the prices 
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of domestically-produced manufactured goods. I do not 
believe we have such an index in Canada. 

You have mentioned one aspect of the cost 
of living index which has to be taken into account, 
and I think that there Fe Gnak problems connected 
with the inclusion of services. I am not sure whether 
the problems are of the type that is generally referred 
to, namely, that the increase in productivity in the 
service industries is less than in the goods-producing 
industris and that, therefore wage increases give rise 
to an upward bias in »rices in the service industries. 

I am not sure whether that is the problem 
or whether it is the problem of the measurement of 
services. Different units of service mean different 
things. The cost of hospital services, for example, 

I understand, is measured by the price that you pay 

for room in a hospital for a night. Well, now, over 

a period of time what you get out of spending on a room 
in the hospital overnight has changed a good deal. 

You may get diagnostic or therapeutic service facilities 
of various’ sorts which represent a real improvement in 
the quality of what you get, which keeps you in the 
hospital fewer nights than you used to stay for the 

Same ailment. 

There are other problems connected with the 
use of the cost of living index. They apply to 
services and they also apply to other things, and these 
are the problems of lags. 

This is an index which, since it is at the 


consumer level, reflects .the impacts of demands 
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not at the time that you look at the index but impacts 
that were first felt sometime before. So that in a 
sense the consumer price index, unless you make 
allowance for this, may be more a guide to how good or 
bad policy has been in the past than it is a guide to 
what the current state of pressure of demand is, which 
I suppose is what one is trying to get at in consideratio 
of monetary and other public policies. 

The consumer price index is also affected .* 
by other factors that are not indicative of the 
current state of demand. It is affected,” for example, 
by indirect taxes which may change from time to time, 
and in a discrete rather than in any continuous way. 
It is affected by crop conditions which are not related 
to the current state of demand. 

I think that what all this adds up to, in 
my opinion, is that you cannot simply look at the 
consumer price index or any other single index and say, 
"there we have it. That is the measure of price 
stability". It is important to look at the consumer 
price index and all other indices, and I would agree 
that in looking at the consumer price index one should 
have in mind that for some of the reasons I have mentione 

there probably is some upward bias in the 

index which is inherent and which results from factors 
other than the pressures of total demand. 

COMMISSIONER GIBSON: That is very 
interesting, indeed, Mr. Rasminsky. I was thinking 
really of what your broad view would be as to what 


was a reasonable guide, not what would be a sensitive 
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guide, as to the immediate short-term effectiveness of 


p. monetary policy, for it would seem to me to be very 


3 difficult to find an index that would do that exactly 


for you, but what over the years would be a reasonable 
5 guide as to whether prices were seriously rising or 

6 whether they were more or less level? 

7 MR. RASMINSKY: I should like to look at 

8 all these various indices that we have mentioned. 

9 COMMISSIONER GIBSON: Yes. Changing now 


10 the line of questioning a little bit, you have said 


11 on several occasions in your comments here this 
12 morning, and you also state in the second paper in 
13 paragraph 60, and more fully in your preliminary remarks 


14 this morning, that economic growth at high levels of 
15 employment and efficiency can more readily be obtained 
16 under conditions of reasonable price stability. 

17 You put the same point of view from another 


18 angle this morning a little differently when you said: 


19 1... nor do I see any reason for believing 
20 that policies involving a persistent rise 
1 in prices at an appreciable rate would make 
22 it any easier to achieve high employment 

23 | and sustained growth over the longer run." 
24 | We have receivaéla lot of opinions on this 


25 || matter, some of them highly contradictory in the 


26 || evidence submitted to this Commission, and we certainly 


have not received any conclusive evidence from our 


28 | point of view, to my mind, at any rate. This is relatin 
| 


29 |) price increase to high employment and economic growth 
\ 
| 30 | and whether price increases do impede reasonable economic 


| | growth and good employment results. 
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MR, RASMINSKY: The proposition we 
have stated, Mr. Gibson, is that these two objectives 
are not incompatible, 

COMMISSIONER GIBSON: But you go on 
from that. 

MR. RASMINSKY: It is my judgment that 
adequate attention to price stability will indeed 
help to achieve the other objectives. 

As to the evidence on the relationship 
between inflation and growth, between price stability 
and other things, the evidence I have seen is not 
conclusive one way or the other, The evidence does 
not point to the fact that price stability, that is 
relative price stability, is incompatible with 
growth, nor does it point in the opposite direction. 
I am sure that your own staff has done as much by 
way of assembling the evidence as we have done. 

COMMISSIONER GIBSON: These studies 
have suggested that the evidence is inconclusive. 

MR. RASMINSKY: I would agree that the 
evidence is inconclusive, ‘To establish the point 1 
made, it is sufficient to show that the evidence is 
inconclusive, because it is obvious that if we could 
attain price stability avoug with full employment 
and adequate growth, that would be a more desirable 
combination than to obtain growth at the expense of 
price stability. 

COMMISSIONER GIBSON: You say this 
mainly on the grounds of equity, do you, your ob jective 


of a fair distribution of benefits and burdens of 
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1 our economic situation? 

2| MR. RASMINSKY: I say it partly on 

4 the ground of equity, yes, but I say it also on the 
4 ground that it is my judgment that if a country were 
M to go after the objectives of employment and growth 
6 without an adequate regard Tor price ‘stability, 1¢ 

7 | would run some quite serious risks in doing so, 

8 Let me say this: the benefits that 

9 one derives from the inflationary processes, such 

10 as they are in the short run are, in my judgment, 

11 dependent on the lags in the economic system. They 
12 are dependent on the failure of certain elements of 
13 the community to protect themselves adequately 

14 against rising prices, through the. pushing up of prices 
15 of whatever it is that they themselves have to sell 
16 by way of goods and services, 

17 If one were to go in for inflationary 
18 policies as a continuing process, then the community 
19 would certainly soon learn to protect itself against 
20 the consequences through constantly rising costs, 
41 constantly rising interest rates, and so,.on, and 

22 you would be back where you were before without 

23 having derived any perceptible benefit, 

94 | In other words, I suppose it is possible 
25 on a theoretical model to make an inflationary 

26 | system work, but if you can achieve the other 

27 objectives without going through that process, why 
28 | go through it? 

29 I referred a moment ago to some of 


30 the specific dangers that are involved in not giving 
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Toronto, Ontario 
adequate emphasis to price stability, and concentrating 
on the other objectives, even to the acknowledged 
cost of price instability. 

I cannot produce empirical evidence 
to establish these points, but it would seem to me 
that a continuing depreciation in the value of money 
would tend, if anything, to make people less willing 
to save, less willing to provide funds for the 
investment process, and for that reason might well 
lead to a lower growth rate than would occur under 
more stable monetary conditions. It would seem to 
me also that the particular stimulus given to particula 
industries’ in the course of the inflationary process 
would aggravate the problems of cyclical instability 
and make it more difficult to have a continuous growth 
in the economy. 

Finally, a‘country that goes. in for 
this process at a more accelerated rate than other 
countries would certainly get into balance of payments 
difficulties as a result and would be brought up 
short at some stage or other, with the result that 
the process would come to an end. 

COMMISSIONER GIBSON: There seem 
to be quite a lot of countries which perhaps not 
by choice but in any event in fact do run sort of 
continuous inflations, and many of them have quite 
good rates of growth. Needless to say, I am not 
espousing this point of view, but would you think 
it is possible that substantially rising prices 


do stimulate initiative and keep things moving faster, 
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even in an economy that is used to this sort of thing 
and has adjusted itself to it. 

MR. RASMINSKY: I think I would find 
it easier to answer your question, Mr. Gibson, if 
you would outline how you think the inflationary 
process stimulates the economy. What are the 
mechanisms? 

| COMMISSIONER GIBSON: I don't think so; 
I am just asking you. I think you have expressed 
your opinion, and perhaps we should leave it at that. 

MR. RASMINSKY: If I may come back to 
the last point that you made, it may be the case, 
as you say, although at the moment I am not able 
to think of a very good example of it, that there 
are some countries in which you have a combination 
Oc. antlation and. rapid, growth. .1t. 18) also.the case 
that there are countries in which you have a combin- 
ation of inflation and low rates of growth. 

There: are some countries in which there. is an. absence 
of inflation and rapid rates of growth, 

It is always dangerous to mention 
examples, because the person to whom one mentions them 
will say, "Yes, but that is a special case", and he 
will probably be right. An example of a country 
with an absence of inflation and rapid rate of growth 
was Germany until quite recently when apparently 
that country has attached less importance to price 
stability. 

Finally, to ae apa to the list: 


it is possible to have an absence of inflation and a 
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1 poor rate of growth, These various combinations are 
2| possible. Though four combinations are possible, 

3 one combination is the best of the four. I do not 

4 think it ha&S been established that there is some 

5 basic incompatibility between price stability, how- 

6 ever one thinks of it, and adequate growth rates, 
Then it seems to me that the objective of public 

8 policy should be to combine these two things. 

? COMMISSIONER GIBSON: Would you care 
10 to say a little about the, practical limitation to 

11 the achievement of price stability, looking at it 

12 perhaps from the standpoint of conflicts which may 
13 arise between internal and external stability? One 
14 of the objectives which you state is sound babonnal 
15 financial position, I suppose one might translate 

16 that now into the maintenance of a fixed rate of 

17 exchange, and adequate reserves, Would that be reasonaple 
18 MR. RASMINSKY: That would be a 

19 reasonable starting point, but I think there is more 
20 to it than that. I suppose the basic thing in the 
21 maintenance of a sound external financial position 

22 is to be able to pay your bills, no matter what 

23 sort of exchange system you are on, That is, there 
24 should be a sufficient closeness in the balance of 

25 your expenditures and your income that you can meet 
26 | the bills without difficulty out of your reserves, 
o7| Some countries really stop the analysis 
28 there and concentrate entirely on the cash position, 
29 | and would regard changes in their reserves as being 


30 the most significant element in the soundness of their 
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balance of payments. This is the case in the United 
States, for example, where the whole balance of payment 
presentation. is in terms of changes in the liquid 
claims of foreigners on the United States, and changes 
in their gold reserves; they tend to regard their 
balance of payments position as being in.deficit 
even though the basic elements in their balance of 
payments position -- for example, their current 
accounts position -- as we would regard then, 
* are very strong. 

In considering what I say about a 
strong external financial position, I think one has 
to look beyond the cash position, the changes in 
reserves, and think of the composition, of what is 
entering into the international transactions. In 
this connection I think the distinction that we 
ordinarily make as between the current account and 
the capital account is a valid distinction and an 
important one, We naturally think of our. 
external position “.as’.involving a current account — 
Osficit, since we have had one for so long. 

The first point, I suppose, one would 
make is that the inflow of capital must be sufficient 
to cover the current account deficit without putting 
undue pressure on reserves. But there again, in 
thinking api ay of capital, one should make a 
further distinction based on the character of 
the capital, as between short term and long term 
capital. A current account deficit which is financed 


largely through the inflow of short-term capital money 
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1 no doubt helps you balance your accounts and keeps 

2 your reserves within reasonable range; but a con- 

3| tinuous balancing Per eurrene account deficit through 
4 an inflow of short-term capital is an unsound 

5 position, and is not one that you would expect to 

6 maintain for a long period of time because of the 

7 reversibility of short-term capital flows, 

8 | It seems to me there is a third 

9 consideration, We have had two: one is the cash 

10 position, and the other is the nature of the capital 
11 inflow, if what you are talking about is current 

12 account deficit. The third consideration, it seems 
13 weiss Beao.ce. OL Ghe-deflelt -iltsell, even though iv 
14 may be covered through long-term capital inflows, 

15 Here I am expressing an opinion on 
16 a subject which in a sense is not the responsibility 
17 of the central bank, but as oné man's opinion for 

18 what it is worth I think there is reason for regarding 
19 - the size of the current account deficit as 
20 a factor to be taken into account in determining 

21 whether your external position is sound or not. The 
22 | views that you would form on this would of course 

23 depend partly on the state of evolution the country 
24 is in, how advanced its economy is. That would 

25 depend in part on the stage of the business cycle 

26 you are in, ° For example, if one is incurring a 

27 || large current account deficit at a time when there 
28 | are very heavy new investment projects going on in 
29 | the country, so that one can relate two things at 
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i increased foreign indebtedness is the increased capaci y 
2 to export, which will increase the transfer 

3 capacity of the country, that is one situation. If 

4 export capacity iS not being incurred at such a time, 

5 that.is another situation. 

6 Another consideration one would take 

7 into account, it seems to me, in thinking of the 

8 _ size of the deficit that. is appropriate for a country 

9 to incur, is the position of that country in the 


10 world and the standard of living it maintains. 


\ vats a dewe si perorahal eared doubad tei 
} Ph | cae itinsebee xearenl wi 


eae wa pas Rettersbbencs ty? aa ine 

ert ta aetaintiigs nt (em, cf emerec oa tmesta, 
vitae &) tok yaatagoagge 42 Sapid TOL ten set 2 ool 
add al Tetanes dent. 16 oolvteor an’ aa wre 


yaatecad lan. sii gats ti to otacieté aie men | 


v4 


Nethercut & Young - 7503 - 


Toronto, Ontaric 


1 If the country has a very high standard of 

2 living, then having in mind the capital requirements 

3 of countries less able to provide for their own capital 
4 expansion, it might be thought that the overall ob- 


5 jective of policy over a long period of time involved 


6 in the maintance of a sound external position would be 
7 not to draw resources from the rest of the world, but 

8 rather to arrive over a period of time at a position 

9 where one was starting to repay some of the debt 

10 previously incurred in providing the resources to the 
11 rest of the world. These are among the considerations 
12 that seems to me one would keep in mind in determining 
13 what is a sound external position. 

14 COMMISSIONER GIBSON: In other words, in our 
is present environment an underlying objective of public 
16 economic policy might be to try and reduce our balance 
[7 of payments deficit and achieve a somewhat less 


18 vulnerable position as a long-range policy? 

19 MR, RASMINSKY: I quite agree with that 

20 Statement, Mr. Gibson. 

21 COMMISSIONER GIBSON: Well. now, you have 

22 said there is a lot more behind the fixed exchange rate 


23 than just what you see on the surface; you have got to 


24 | get in and look at the balance of payments position 


25 which we have and what the capital flows are and what 
26 it means in terms of our economic development, and so 
27 | on, and to have a fixed rate of exchange,.I take 

be | it you would agree,is an immediate modification to 


| 
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29 the central bank's power to maintain a policy of price 
' 
| Stability and you have attached yourself to world price 
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systems; am I correct? 

MR. RASMINSKY: Yes, any exchange rate 
attaches you to the world price system. The difference 
between the fixed rate in that respect and a fluctuating 
rate is bat under a fixed rate regime you know what 
the multiplier is. Under a fluctuating rate regime you 
do not know until the event what the multiplier has 
turned out to be. In other words, I don't think that 
there is anything special about the fixing of the exchange 
rate which produces an impact on the Canadian economy, of | 
conditions abroad or of prices abroad. 

COMMISSIONER GIBSON: Let me be more specific. 
Do you think as a practical matter of national economic 
policy that we can expect to do much better than the 
Americans in the realm of price stability? I don't say 
that this is a serious limitation. 

MR, RASMINSKY: I would say that what the 
Americans do in that field, as in others, is bound to 
have a great deal of influence here, Mr. Gibson, yes. 

COMMISSIONER GIBSON: Well, coming to the 
question of high level employment, and again looking 
at the basic objectives, you describe this one in a 
Somewhat broader scope as sustained economic growth 
and high level employment and efficiency. 

If you don't mind, I would like to deal with 

of employnent 
these high levels/first and have a look at them. 
This is one of the most widely accepted popular national 
and economic objectives and perhaps the most widely 
accepted. Could you give us any idea of when the 


objective of high employment deserves an especially high 
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1) priority in relation to the objective of stable ‘prices?.. ' 
2 You made some remarks this morning, stating’ that es 

3 get into problems when the economy was overloaded, that 

4 prices tended to rise. There is a whole variety of 

5 technical jargon in this area; some people talk in terms 


6 of unemployment rates and some people talk in terms of th 


7 economy being overloaded, and so on and so forth, and 
8 at some point or other when so much pressure is put on 
9 the economy prices tend to start to rise very quickly 


10 and I should say that in some of the past studies we 


11 have done this is one of the things we have looked at, 


12 the relationship between unemployment rates and prices, 
13 c There’ is no very conclusive evidence that comes out 
14 and this is because we are working on a short period 
15 of time and so many other factors that bear on these 


16 relationships. Nevertheless, it does look as though 


17 when the unemployment rate starts to go under five per 
18 cent, and particularly as it approaches three per cent 
19 the price level does show some tendency to rise. This 
20 is another way of saying that somewhere in here the 

21 economy may be beginning to get overloaded, and I 

22 wonder if you would care to express your view on this 


23 matter? One of the things we are interested in ° 


24 getting are some bench marks here on what are 

A reasonable relationships, where are the danger signs 
26 Or signals? 

a7 | MR. RASMINSKY: Yes, this is an interesting 


28| and important problem and I know that a lot of attention 
29] has been paid to it recently by economists, and I believe 


30} that I am right in saying that the Administration in 
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the United States has come up with a bench mark in 
this field. I believe that their present bench mark 
is an unemployment rate not exceeding four per cent. 

I don't think I would feel competent, Mr. 
Gibson, to suggest a figure for Canada. Obviously, 
there are many different components to unemployment. 
There is a good deal of seasonal unemployment in this 
country on account of our climate and perhaps it could 
be reduced and some steps are being taken to reduce it. 

COMMISSIONER GIBSON: I think it is a little 
unfortunate that we talk about this in terms of the 
unemployment rates. If you had a measure of overloading, 
or something of this kind, it would be a more :useful 
mew Ol. oLscussing: 1.5. 

MR. RASMINSKY: Yes, it would. I believe 
that some of the British analysis would seem along that 
line, of the percentage of utilization of capacity that 
may give rise to inflationary price increases. But we 
do have various types of unemployment here as elsewhere, 
but seasonal Senn eae is, I suppose, likely to 
remain larger here than in the United States. 

Another type of unemployment that is used 
in analysis, as you know, is frictional unemployment, 
which is largely determined by the time it takes 
new entrants into the labour market to find jobs, but 
people refer to structural unemployment as being the 
Sort of unemployment that exists even under conditions 
of large demand for labour, because you don't have the 
people with the right skills in the right places. 


Finally, you have this cyclical unemployment 
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1 of a type that reoccurs and might be relieved through 
y changes in the pressure of demands. I would not be 
3 prepared or, as I say, competent to say at what point 
4 the addition of these various factors in Canada, or 


a what the magnitude of the unemployment figure is that 


6 one could aim at without risk of producing excesses 

7 should be, but the only thing I would be prepared to 

8 say about that is that it is a figure which is considerably 
9 below the present level of unemployment. In other words, 
10 I believe that there is anantuckanyr sack here that can 

11 be taken up, or another way of saying this is that at 


12 the present time I see no need to think in terms of 


13 choosing between the objective of relative price stability 
14 and increased employment and growth. 


15 COMMISSIONER GIBSON: In other words, you hav 


16 a fairly clear objective of increased employment and 
17 of growth now unimpeded by restrictive implications from 


18 the price set-up. 


19 MR. RASMINSKY: I think that objective shenld 


20 be attainable by means which do not produce price 


21 instability. 


22 COMMISSIONER GIBSON: Do you think this idea 


23 of what an acceptable level of capacity operation is 
24 varies from time to time depending on the circumstances? 
25 MR. RASMINSKY: Yes, I would think it would, 


26 Mr. Gibson, and I think not only would it vary, not 


27 | only would the idea of what is acceptable vary, but I 
28| think what would indeed be acceptable -- what would in 
id fact be acceptable -- would vary. 

| Take some of these elements in unemployment 


ee aha PL TP 
“getgebiée! Tenbenow 0 


; lf 
oust deat Metta T . ie 


axeey oft reve sais JesgeHe ISus. Be seco 


Lot | 
} st ee 


‘Pavaystgmens. xt toeuels Cenodesa say scr senor ae 
agy To snes 785 ‘\iefseone Bae-sno. es Houm se ' eo Seq 


tirgia dead 2h «-eeteTtyaned 


eS eee 


a 


bers ct smugit sddceved 2 Bee 430) eolota Ow Feds 
e “*»y trétieic sideusbheqs eee 

Sekuaee Ssat ht 6 44) i Vo.qis YOtestg fue me ; 
eulwuoss coh, balizae 
Sisit hdres avogel yas Jeeugoiges gic te ebesieg 


aati edt mows arty ja yd Bbeklt2 


ibaclavsb don sved a4 seeded oolittan etavetinl seeds saa? 


futbeerdno efizviewnd sengsh efsupebs.- at 


NEEAE CE BNGI SGV ete acekTt 
| ay. aai9 Towaeuq ody =: ‘enseuore. tt sans wistensd 5 
senemed? 63 bes godot qedel ‘s7\) St. Gite: oid 26 vonont fl 

pat outa mL sade . tf Bt bivons asi) os  “ttizgon att 
ah . aw Gidtesog ef 32 dens ftoehyelqcoar ip stig =e > 


toll - 
brewsh no AMEEeHy owLgeCKS Aeoutiw r atete 


cee seatntans souted 4ldar dest : 


- oe) o 


—wihteae a’ isch.) usa cat 


Nethereut & Young _ 7508 - 


Toronto, Ontario 


1 that we have been talking about, the seasonal element 

2 in unemployment. I think that there 

a are some calculations that suggest that over the years 
“ on an average that the seasonal element in unemployment 
5| here may be as much as one and one-half per cent of the 


6 fabour force. -Is’ that right? 


7 MR. BOUEY:-Yes. 


8 MR. RASMINSKY: Something can be done about 
9 that if that is tackled as a problem. 

10 COMMISSIONER MACKINTOSH: You mean that 

11 something can be done but not by monetary policy? 

12 MR. RASMINSKY: That is exactly what I mean, 
is Dr. Mackintosh. Thank you very much for making that 


14 clear. So, if you take the structural unemployment 


15 that we spoke of, and I have the impression that there 

16 is a considerable element of structural unemployment 

17 in our present employment situation, and that certain 

18 Skilled job requirements which at the time of the previous 
19 periods of high employment, high labour demand, were 


20 filled by skilled workers from the immigrant labour force, 


om | that these jobs are unfilled because we have not developed 
22 in adequate degree the skills ourselves. 
ak) There are various plans, again of a non- 


24 monetary sort, in progress at the present time to 


25 increase the skill of the labour force and to increase 

26 its mobility, so this should have an effect in reducing 
| the real degree of unemployment that it is possible to 

28| contemplate, without excessive pressure on demand 

29 giving rise to maceptable price increases. 


- | COMMISSIONER GIBSON: That is really what 
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you were driving at when you said this morning that 

the reaction to public policy would not be to abandon 

the objective of price stability or the objective of 
continued expansion,but to enquire into the imperfections 
that are causing an undesirable price performance. 

MR. RASMINSKY: Precisely, yes. 

COMMISSIONER GIBSON: You still would not 
care to give what you ee ate of balance in this 
thing was? 

MR. RASMINSKY: In terms of a single figure 
of arithmetic? 

COMMISSIONER GIBSON: Roughly. 

MR. RASMINSKY: Let the record indicate that 
the witness shook his head negatively: 

COMMISSIONER GIBSON: There is one other 
aspect of this which I would like to ask you about. 

In section II, paragraph 73, you do intimate that policies 
of expansion may at times be limited or, I think, 
"inhibited" is the word you used, by the fear of 
contributing to a later inflationary situation; in other 
words, by bringing in additional credit and Liouids ty: 

and resources it can be troublesome later on. Is this 

an important thing in your view? 

MR. RASMINSKY: If by the -- 

COMMISSIONER GIBSON: This is again referring 
to the question of how far you can pursue an expansive 
policy without getting into trouble from the ‘price point 
of view. 

MR. RASMINSKY: Yes. I can conceive that 


this would be a consideration that the central bank 
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would have in mind, that in a situation of recession 
where public policy was directed to influence credit 
conditions in a way that would increase total demand, 
that you would have a combination of fiscal policy and 
monetary policy which led to a good deal of liquidity 
in the public sector and in the banking system. 

I can conceive that if the central bank were 
completely confident that when the pendulum had swung in 
the other direction and there was pressure on demand, 
that fiscal policy would also swing in the other 
direction, so that there would be surpluses, budgetary 
surpluses available to mop up the excess liquidity. I 
can conceive that the central bank's appreciation of 
the likelihood of that happening would be a factor that 
affected the degree of monetary ease, the extent of 
the liquidity created during the recessionary phase. 

I wouldn't put this forward as necessarily a major 
factor, but I can imagine that there could be a situatio 
where, if the central bank felt the task was going 

to be too difficult on the fiscal side, that it would 

be less inclined to encourage very easy conditions on 
the monetary side than if it had a greater confidence. 
This paragraph was not based, I may say, on actual 
experience; it is a theoretical paragraph and it is 

put in as an illustration of one of the limitations 

of monetary policy. 

COMMISSIONER GIBSON: And this means you 
depend very much on the responsiveness or the central 


bank's assessment of the responsiveness and effectivenes 


Of fiscal policy? 
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MR. RASMINSKY: That is the point, yes. 

COMMISSIONER GIBSON: I would like to ask 
you a question or two about growth as an objective, and 
again returning to your basic objectives, the first one 
Sustained economic growth and high levels of employment 
efficiency, and you also talk about high employment, 
Now, is there anything special about growth as an 
objective over and above maintaining a reasonable level 
of utilization of a country's resources of people and 


productive equipment? 
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MR. RASMINSKY : Yes, I think that 
growth is full employment plus efficiency. What 
is special about growth as distinct from the other 
objectives is, I think, that it introduces the idea 
of productivity of efficiency. You could attain 
Pd. employment if that was all you were interested 
in -- and I do not recommend this as a course of 
action -- by having half the population dig ditches 
and the other half fill them up again, but you certainl 
would not attain growth, 

COMMISSIONER MACKINTOSH:. How would 
you provide for a coffee break? | 

MR. RASMINSKY: I think this is a 
good time for it. 

I think, Mr. Gibson, this is really 
the difference between the two concepts, In a sense, 
the limitations on growth are the additions to your 
labour force and productivity. Your growth 
objective is, I think, the sum of these two things; 
firstly, to have your labour force fully employed, 
and, secondly, to have it employed in a way which 
per unit of labour used increases over time the 
output of goods and services, 

COMMISSIONER GIBSON: I understand 
the theory of this, Is there any help you can give 
us in translating it into something a little more 
concrete? How do we look at this? Is there 
any way of measuring it, or is it just a broad 
judgment of the general situation? 


MR. RASMINSKY: Of course, we have been 
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looking at this for years and years, The growth 
objective has become much talked about as a popular 
objective of economic policy, and I think it is a 
good thing that it has. 

COMMISSIONER GIBSON: But it is quite 
frequently mixed up in discussions with full 
employment, is it not? 

MR. RASMINSKY: Yes »/it tis, I think 
the reason why people talk Pie eee now -- well, 
there is a variety of reasons, and one of them is 
the concentration of interest on the experience of 
underdeveloped countries which want to emerge from 
relatively primitive economies into expanding and 
more sophisticated economies. I think the con- 
centration cs this term "growth" results partly 


from the degree of centralized forward-looking 


planning, indicative or otherwise, 


that has taken place in Europe in recent years, 

But, I suppose all through our history the opening 

up of the country has been an exercise in growth, 
COMMISSIONER GIBSON: I was going 


to ask you if you thought it had any special 


connotation for a young country -- that is, this 
ob jective? 
3 MR.:' RASMINSKY: For a young country 
the growth connotation is partly the development 
of your basic economic resources, and the utilization 
of the opportunities that you have. 
COMMISSIONER MACKINTOSH: Is there not 


a much more elementary reason for public interest in 
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1 this objective, namely, that for a few years the 
2 growth stopped? 
3 MR. RASMINSKY: And so people were 
4 interested in it? Yes. Of course, the reason 
> why people are interested in growth is that basically 
6 the community wants a higher standard of living, 
7 and the component of the higher standard of living -- 
8 what produces the higher standard of living -- is 
9 the employment of any unemployed resources that you 
10 have plus an increase in productivity. One comes 
11 back, I think, to those two elements of growth, 
12 COMMISSIONER GIBSON: Is not growth 
13 synonymous with the idea of opportunity for indi- 
14 viduals? 
15 | MR. RASMINSKY: Opportunity for employ- 
16 ment in order to become produting members of the 
17 labour force. 
18 COMMISSIONER GIBSON: Yes, and in 
19 business affairs as well. 
20 MR.' RASMINSKY: Yes. Of course, 
21 growth is not by any means growth as measured by 
22 the statisticians. It is not by any means necessarily 
23 Synonymous with welfare. Growth is measured 
24 by the increase in the Gross National Product per 
25 head, or in the aggregate from year to year. It 
26 measures the goods and services that are produced, 
O7 but it does not measure the goods and services that 
28 are not produced and which people may prefer to those 
29 | that are produced. 
_ 30) One is leisure time, For example, there 
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Toronto, Ontario 
are choices between the output of goods and the 
length of the working week, and if people want 
to have a shorter working week this will naturally 
have an effect on the measure of growth, although 
the extra day off may increase their welfare, 

The difference between welfare 
and growth is also illustrated in the combination 
or in the structure of goods produced, You could 
have high growth rates as conventionally measured 
producing a lot of things that do not particularly 
add to welfare, During the war, for example, I 
Suppose that the production of goods for destruction 
resulted in high growth rates, but certainly not in 
greater welfare, 

Growth, as conventionally measured, 
is also affected by the choice of things that the 
community chooses to produce, If. you, put.a lot of 
resources, for example, into education or into 
Schools. instead of into the output of goods, on 
the conventional measure of growth rates this may 
have the effect of producing a smaller growth rate 
and yet it certainly would not be adding to the 
immediate or the shrt'-run welfare of the community. 

COMMISSIONER GIBSON: I have heard 
it said that growth as an ongearuve implies a sort 
of continuing active interest in the underlying 
developments in the economy as opposed to the 
shorter range changes in employment and price levels, 

MR. RASMINSKY: I think that is very 
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Toronto, Ontario 
1 the addition of this element of efficiency of pro- 
2 ductivity; of making the best use that you can of 
3 your resources, 
4 COMMISSIONER GIBSON: It has been 
5 Suggested that it might be -- this does not apply 
6 to the Bank of Canada in particular; it is an 
7 idea that applies to any central bank -- helpful 
8 if central banks could make more precise and de- 
9 tailed statements of their policy objectives at any 
10 given time, or from time to time, citing specifically 
11 what sort of objectives they have in mind in terms 
12 of employment and in terms of prices; in other words, 
13 Stating why they were pursuing a specific policy, 
14 and relating it quite directly to objectives, I 
15 do not know how often this could be done, but it 
16 might be Pee whenever there was any important 
17 change in policy, or it might be done at some 
18 periodic interval such as every quarter or half year. 
19 What do you think of this idea? I would like to hear 
20 your comments upon it. 
21 MR. RASMINSKY: Our objectives are 
22 eternal! They do not change. 
23 - COMMISSIONER GIBSON: But you will not 
24 write down specifically what they are, 
25 COMMISSIONER MACKINTOSH: Your 
26 methods are extremely temporal, 
27 MR. RASMINSKY: Yes, our methods are 
28 temporal. 
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Toronto, Ontario 

from time to time try to formulate more precisely 
than we have done, say in this submission --- 

COMMISSIONER GIBSON: --- or in your 
past activities. 

MR. RASMINSKY: --- what objectives 
it is pursuing in terms of employment goals and 
in terms of price goals? 

COMMISSIONER GIBSON: Yess. price 
goals, for instance, 

MR. RASMINSKY: Of course, objectives 
are forward-looking, and apart from the difficulty 
of foreseeing the future, which is probably not 
confined to central banks but which one certainly 
finds there, there is also the difficulty of guarantee- 
ing results, If you state what your objectives are, 
there really is no assurance at all. All you can 
control in the central bank is one particular seg- 
ment of the public policies, and even public policies 
as a whole are not the only operative forces in the 
economy, so there is no way by which the central bank 
could have any assurance that it would be able, 
through its actions, to achieve ae ees formulated 
objectives in terms of employment goals or in terms 
of growth rates, or in terms of price levels, 

COMMISSIONER GIBSON: Yes, I recognize 
that you could not be at all sure whether you would 
be successful or not, and, indeed, a large areé of the : 
policy is not within your purview, Nevertheless, 
the argument is that by a more precise statement of 


what you are hoping will be achieved in various cir- 
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cumstances would assist the community in understanding 
what is going on, and it could either be with you 
or against you, and that that might be helpful. 
I am not advocating this; I am just asking about 
LC. 

MR. RASMINSKY: The field in which 
the central bank might exercise, and does exercise, 
some influence is that of credit conditions, and 
an attempt to state precise objectives there, could, 
of course, lead to -- I suppose it would lead 
immediately to -- market action to move towards 
the type of credit conditions indicated so: pre- 
cisely by the central bank, and that might be quite 
misleading at times because a merit of monetary 
policy is that it has some flexibility; that it 
can adapt itself to changing situations, and it 
proceeds by a process of testing and probing. 

I think it would be a mistake on the part of the 
central bank to be too precise in its formulation 
of objectives, 

Having said that I think that the 
central bank might do a fair amount by way of 
explanation,of past policies and by way of explanation 
of changes in policy as it goes along. That we 
have tried to do - perhaps not to the extent that we 
would hope over time -.to increase the amount of 
information we Put. out through our annual 
reports, and through statements such as those 
that have been made recently when there have been 


various specific acts in respect of monetary policy. 
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1 I am thinking, for example, of changes in the bank 

2 rate. But, such statements,in the nature of things, 
3 it seems to me, are always found to be backward 

4 rather than forward-looking. 

5 COMMISSIONER GIBSON: Those are all 

6 the questions I have in this area, Mr, Chairman, 

7 Perhaps the other Commissioners have questions, 

8 THE CHAIRMAN: There is a question 

° I would like to ask. You said in your statement 

10 this morning that economic management is rarely 

11 confronted in normal peacetime circumstances with 

12 the necessity of combatting both substantial under- 
13 employment and substantial upward pressure on 

14 the price level at one and the same time. 

15 I am not going to ask you to define 
16 what you mean by "normal peacetime circumstances" 

17 in the conditions under which we live, I just 4 
18 want to make it clear in my own mind what you mean 
19| by this paragraph in which you went on to say 

20 that if there was a rise in prices -- I am para- 

21 phrasing -- we should then look at the market 

22 imperfections to inquire as to whether they. might 

23 have been the cause of the inflationary pressure, 

24 Is the Cnouene you were expressing 

25 there simply this, that inflation is merely a symptom 
26 of something; that it might be a symptom of certain 
27 market imperfections, and that we have to look at 

28 those imperfections in order to attain the desirable 
29 end of price stability? I do not know whether 


7 I have expressed myself clearly, or not. 
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MR, RASMINSKY: Yes, I think that is 
right, Mr. Chairman, I am trying to say two things 
here, First of all, dealing with this question of 
the possible conflict between price stability and 
the achievement of the other objectives, employment 
and growth, what I am saying is that you can consider 
two cases. There is the case, first of all, where 
the economy is overloaded, anne, 68 the economy is 
trying to do too much, That is the cause of 
generalized inflationary pressure on the economy. 
In that case I say there is really a false conflict 
between these two objectives because you cannot 
get any more out of the economy anyway under the 
assumption that I have made, namely, that the 
economy is, indeed, overloaded, The only other. things 
that you can get, if you put additional pressure from 
the demand side on the economy: are further price 
increases or balance of payments troubles, and we 


do not want those, 
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However, I go on to say that a situation may arise in 
which, without there being this generalized excess 
demand on the economy, you nevertheless have price 
increases, 

The constructive reaction to that situation 
is not to try to deal with it through the demand side 
or to push straight ahead beyond the point where you 
are overloading the economy; the constructive reaction 
to that situation is to look at the price increases 
thémselves and ask why these prices are going up since, 
by hypothesis, they are not going up on account of an 
excess demand. 

That type of situation has been pulled 
together,the variety of situations that may be involved 
there has been pulled together under this rather general 
term of market imperfections. 

THE CHAIRMAN: I understand that. 

COMMISSIONER LEMAN: Mr. Chairman, I should 
like to ask Mr. Rasminsky something arising from his 
comments on the merits of price stability. 

Mr. Rasminsky, does part of your 
conviction about the value of price stability stem 
from a conviction that since prices must be adjusted 
all the time we never have a perfect price structure 
and they eee once in a while one against the 
other, that that process of adjustment will take place 
easier in a stationary price structure than in a moving 
type price structure? Do you think that the adjustment 
Will be easier if the general level does not change? 


MR. RASMINSKY: No, that was not the thought 
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I had in mind, Mr. Leman. Really, the basic thought 
that I had in mind has two strands to it. The first is 
that price stability is an accéptediizcun Sat Hing ae 
aside the problem of what you mean by price stability, 
which we talked about before, and secondly, that the 
performance of the economy will be better under a 
situation where the value of money is stable than it 
will be in a situation where the value of money is 
changing. 

You have raised the point that one of the 
reasons the performance of the economy will be better is 
that your relative price movements will produce more 
desirable consequences in shifting resources around if 
one does not have to have a depreciation of the value 
of money or : general change in the price level to 
contend with, and, on the face of it I think that this 
may well be the case. However, I have to say that it 
is not the proposition I’had in mind. 

COMMISSIONER LEMAN: But is it erguable 
whether this process of adjustment would be easier 
and smoother under one set of circumstances than under 
the other? Is it arguable that perhaps the adjustment 
might be easier in a flowing type of general price 
level than in a stationary one? 

MR. RASMINSKY: It is arguable. I should 
like to hear what the argument is. 

COMMISSIONER LEMAN: Well, really, the 
second question I was going to ask you was this. If 
you believe that monetary policy can have some direct 


effect towards the objective of price stability, is it 
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1 also possible that this action would at the same time 

2 impede to a certain extent this process of adjustment? 

3 MR, RASMINSKY: I do not see why it should, 

4 Mr. Leman. I do not see why the expectation on the part 

5 of businessmen of a reasonable degree of stability 

6 in the general level of the prices, while leaving scope 

” for the adjustment of individual prices -- I do not see 

8 why that should be a worse expectation, a worse hypothesis, 


9 for them to work on than the expectation of a continual 


10 increase in the price level involving, as it is bound to 
11 do if it persists, continual demands on the part of the 
12 community to protect themselves against that, and to 

13 retain their share of output by pushing up costs. 

14 COMMISSIONER LEMAN: Are you Suggesting that 
15 the only way monetary policy acts or performs in this 


16 field is through expectations? 


* 


17 MR. RASMINSKY: It is not the only way, no, 
18 Bir. 
19 COMMISSIONER LEMAN: Therefore, what I meant 


20 to ask -- and perhaps I did not express it properly -- 


21 is that whatever action monetary policy does take to 


22 attain price stability, could it be that at the same 


23 time to a certain extent it would impede the process 


24 of adjustment of relative prices? It is a hypothesis 


25 and I am just asking you if it is possible it may be 


26 so. 
27 MR. RASMINSKY: I think that the only way 
28 I could answer that question is to say that I see no 
29 | reason why the process of relative price movements 

| 


4 Should be imp:ded by policies that are directed towards 
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1 the attainment of the over-all objectives of the 
2 community, including price stability. 


3 COMMISSIONER MACKINTOSH: There is this, Mr. 


4 Rasminsky, that I think downward movements of prices 

5 and incomes are more sluggish than upward movements, 

6 and if you have a general upward movement, the 

7 differentials between the sluggish or .stagnant sectors 
8 in your economy and Erbe sarees buoyant, will be 

9 increased, but that is apt to be a costly process and 
10 if you can substitute something else for it I would 

11 agree it would be more desirable; but hypothetically 


12 I do think that, as I say, these differentials between 


13 the more sluggish and the more buoyant elements of an 


14 economy with unused resources have been increased by 
15 periods of price rises, but the further you have to go 


16 in that the more costly it becomes, and perhaps the 


17 greater the later,deferred,costs will be. 
18 MR. RASMINSKY: Yes, I see. Well, really, 
19 what it comes to is that one starts from the proposition 


20 that there are certain rigidities, imperfections in the 
21 price system, and these rigidities or imperfections 

22 Will have a bearing on the movement of relative prices 
23 and it is easier to deal with them by putting them on 
24 the side, so to speak, with a rising price structure, 
25 As a proposition I think that is arguable, 


26 but I would agree that the costs of such a policy 


a are very considerable and that the more constructive 
28/ attitude in the matter would be to deal with the 

| 

| | 
29) rigidities themselves and endeavour to have a more 

| 


30 free-operating price system. 
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COMMISSIONER MACKINTOSH: I do not 
think we should blink the fact or try to explain it 
away, the hypothetical fact, which I think is a fact, 
that one of*the most ruthless and costly but most 
effective ways of wiping out all sorts of structural 
and institutional obstacles to change has been 
inflation. It has been highly effective at times 
but it has been enormously costly and unacceptably 
ruthless, 

MR. RASMINSKY: 

Let us not talk about inflation, but 
think of price increases as a technique for escaping 
from these rigidities, Something that one would 
do year after year to the extent that people would 
get to know about it and accept it, People are not 
all that unsophisticated or foolish, and they will 
take steps to protect themselves against it. The 
value that you achieve through this process will 
be, in*my judgment, lost,- 

COMMISSIONER MACKINTOSH: Is it not a 
proper and practical view that in an upturn of an 
economy from a recession, with the best forecasting 
and the most efficient means, you will not avoid 
some increase in prices and that therefore it is 
a proper view for the central bank to take that it 
must avoid as much as possible , It need not really 
concern itself much with the theoretical situation 
of how advantageous it would be to have none at all, 
for in fact you won't ever have that. 


Prices act a bit like interest rates and when they 


get a bit tight they all close up, and when there is 
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some Slack the consumer prices may not drop much but 
various sectors of prices sag down, 

I do not think you can avoid some price 
increases if you have a strong upturn, The thing 
is to avoid those that would carry on ana create 
future problems, 

MR. RASMINSKY: I should like to make two 
comments on that, Dr. Mackintosh, I would accept 
the formulation that you make that the central bank 
Should seek to avoid as much price Peedage as possible, 
but that leaves open the question as to what is 
possibl©® consistent with the other objectives, 

In the situation which you have described 
of _ recovery from a recession, a strong upturn in 
business, you are by hypothesis taking a situation 
where there is a good deal of slack in the economy 
and a good deal or large amounts of unused resources, 
and I would not be prepared to say that in that 
Situation the central bank or anybody else for that 
matter should have a complacent view towards an 
upturn in prices, 

I do not think that an upturn in prices 
in those circumstances is a necessary part of public 
policies that are directed towards overcoming the 
recession and increasing levels of employment and 
output in the country. 

THE CHAIRMAN: We shall adjourn now until 
Ss Da Ms Will that give you sufficient time, 

Mr. Rasminsky? 


MR, RASMINSKY: Yes, that is quite satisfactory, 
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--- On resuming at 2.15 p.m. 


THE CHAIRMAN: We will now resume, 

COMMISSIONER BROWN: May I ask a couple 
of questions to finish oft what we were dealing with 
this morning, by way of some small points for further 
elucidation? 

We had considerable discussion about the 


matter of price stability, and some mention was made 


of the extent to which general price movements in 
this country would be influenced by price changes 
in other countries, particularly with a fixed s 
rate of exchange, in your introductory remarks 
this morning, Mr. Rasminsky, you pointed out the 


problems that would exist if a persistent 


inflationary price change took place in this country 

as against that in our principal trading partners. 
Now, does the same problem hold if the 

opposite takes place? In other words, if our 


principal trading partners experience a persistent 


inflationary period, in view of our trading position, 
can we offset this in part by monetary policy? In 
other words, can we take advantage of that situation, 
and to that extent not import the price increases? 
MR. RASMINSKY: I think that would be a 
very difficult situation, Mr. Brown. If I understood 
your question correctly, might I rephrase it in this 
way. if under fixed rate conditions we make a 
better job of managing our affairs here, so that 


we do not generate any appreciable inflation domestically, 
~» 
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but our principal trading partners do not do as well, 
and consequently their prices go up, and prices of 
our. imports converted at a fixed rate of exchange 
go up, is it possible that monetary policy here can 
be directed to producing sufficient compensatory 
decline in domestically consumed goods to stabilize 
the price level as a whole? Have I understood your 
question correctly? | 

COMMISSIONER BROWN: I did not anticipate 
that we would be able to stabilize it as a whole, 
but certainly to affect the external pressures, 

MR. RASMINSKY: If you put the question 
in that way, the effect of the situation that you 
describe would be that the price of imported goods 
would rise relatively to the price of domestically 
produced goods, The demand in foreign countries 
under these inflationary conditions that you have 
postulated would be high, Our balance of payments 
would tend to move into a surplus position, There 
would be an inflow of foreign exchange into the 
country which would require to be financed, and 
the financing of that inflow of foreign exchange 
could produce, depending on how it was financed, 
an increase in the amount of liquidity in the country, 
which would have the effect of bringing some upward 
pressure to bear on price levels here, though perhaps 
not as much as abroad, 

There are some fairly recent examples of 
the sort of thing that, you have in mind which occurred 


to me. One thinks of our own situation back in 1946, 
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i Under fixed rate conditions we were confronted with 

2) a’ very considerable inflow of exchange at a time 

3 when prices abroad were rising quite rapidly, partly 

4 as a result of the termination of price controls 

5 in the United States. That situation seemed to be 

6 of a character where the objective of trying to 

7 maintain a reasonable degree of price stability, 

8 or a Pers degree of price rise, involved upward re- 
9| valuation in the exchange value of the Canadian dollar. 


10 Another example of the sort that you may 
11 have in mind, and that comes to my mind, is that 

ip of Germany. The Germans on the whole were more 

13 Successful than other people in containing demand .,. 
14 pressures, or increasing their output, or the amount 
15 of resources they had to work with. Part of the 
16 influx of exchange was due to that reason, and part 
17 of it was due to capital transfers, 

18 The Germans did not want to give up the 
19 objective of price stability, and as a result they 
20 made a minor upward revaluation in the fixed value 
21 of their currency, with the objective of trying to 
- contain their domestic inflationary pressures for 
23 stopping the capital inflow. As time went on they 
24 reached the conclusion that they could not hold out 
25 against these external influences, and apparently 
26 they have taken the other tack of allowing their 
27 prices and costs to go up, as part of a process of 
28 | international adjustment. 

; Under the conditions you mention, I think 
20 we could have some hope of doing somewhat better than 
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Toronto, Ontario 
other countries, but if the movements were very 
large the likelihood would seem to me to raise 
the question in our minds as to whether the exchange 
value of the Canadian dollar was appropriate, or 
whether it should be adjusted upwards, 

COMMISSIONER BROWN: That was what I wanted 
to get, whether in your Bean it owas the converse 
of the problem postulated in your introductory re- 
marks. I gather from your answer that you regard 
it as such, 

MR. RASMINSKY: I regard the exchange 
value as being connected with this problem, yes. 

COMMISSIONER BROWN: Following along the 
Same thought to some degree, you mention in both 
places the maintenance of a sound external financial 
position as being one of the objectives, I suppose 
in some degree that could be further refined now 
to the maintenance of the 923 cent parity. You 
_ bring out in paragraph 71 of your second section 
that this, aS anobjective, places certain limitations, 
or has implications for other uses of monetary policy. 

I assume that this is in the context of 
monetary policy in other countries remaining constant. 
Or, can I put it this way: does. this have any 
further implications in the sense of possibly tying 
monetary policies in this country to changes in 
monetary policies in other countries? 

MR. RASMINSKY: I would not think of it 
in that way, Mr. Brown, I think that under any 


exchange rate system, whether it is a fixed rate or 
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a fluctuating rate, that (a) the policy of the country 
including the monetary policy has to have regard 
to the country's international position, to its 
balance of payments, to the state of its international 
transactions; and I think (b) that a country cannot 
fail to be concerned with the level of its exchange 
rate, regardless of the system which is in force 
at that moment, 

ni think that the exchange rate is too 
important in the economy for the public authorities 
to look away from it and to be unconcerned with 
what is the value of the exchange rate, In that 
respect I do not think that the question is one of 
black and white as between a fluctuating rate system 
and a fixed rate system. 

COMMISSIONER BROWN: Would you like to carry 
on and deal with the Pet part -- in view of the 
fairly open economy that we have, because of the 
very things that you have enumerated, are the monetary 
policies being followed in Canada -- to what extent 
will they or will they not be affected by monetary 
policies of other countries? 

MR, RASMINSKY: I don't think there is any 
question that the impact of monetary conditions, 
and economic conditions, elsewhere has an influence 
On the Canadian economy, and has an influence on 
public policies generally, including monetary policies, 
But I do not think it follows from that, that monetar 


policy in Canada is in a complete straitjacket and 


has no freedom of action at all. 
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1 I think the basis for such a view might 

2 be if one thought that the protection of the external 
3 value of the Canadian dollar was entirely dependent 

4 upon producing through variations in the interest 

5 ‘rate. : just enough flow of external capital to 

6 balance the current account, and that this was the 

7 only thing that monetary policy could take into 

8 account and the only way of having an adequate 

9 inflow of foreign capital. 

10 The fact of the matter is that neither 

11 of those propositions is true, although it is clearly 
12 the case that interest rates do influence external 

13 capital. A lot of international capital movements 

14 are not particularly sensitive to interest rates, 

15 and consequently the movement in the interest rate 

16 is not the mechanism by which such capital movements 
17 could be controlled, 

18 I think, for example, that the flow of 

19 direct investment, which amounts in this country to 
20 perhaps $400 million or $500 million a year, is 

21 not Sarttcureriy sensitive to the movements in the 

a2 interest rate, Of course a lot in this connection 
23 depends on what is the size of the current account 

24 deficit. If the current account deficit is so 
25 large that very significant inflows of capital of 

26 a type produced by interest rate differentials are 

27 needed, then it must be a major objective of monetary 
28 policy to set out to protect the external value of 
29 the Canadian dollar to produce enough inflows of that 
30. type, 
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1 On the other side, there is the question 
2 of how much leeway monetary policy has, Of course, 
3 there is the leeway provided by fluctuations in 

4 reserves, which Ie, referred, to this morning, 

5 So, in this connection there are certain 
6 peculiarities about our position: the flow of 

7 Short-term capital, the exposure which is unusually 
8 large. However, I think that every country in 

9 determining its monetary policy has to take into 

10 account -- and I include the United States, powerful 
11 though it is -- what are the appropriate credit 

12 conditions from time to time. It has to take into 
13 account the external factors and the need to pro- 
14 tect whatever exchange rate the public authorities 
15 at the time decide is the appropriate one for that 
16 country. 

17 COMMISSIONER GIBSON: I have one or two 
18 more questions in the area of objectives and policy 
19 mix. At the beginning of the chapter on the role 
20 of monetary policy -- that is Paper No. 2 -- you 

1 State that the broad objectives of monetary policy 
22 are those of public economic policy generally, 

23 and you talk about what they are, 

24 

25 

26 

27 

28 

29 


30 
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1 COMMISSIONER GIBSON: In paragraph 10 in the 


a same section you go on to say: 


3 "But in the final analysis it must take the 

4 Government's expenditure, taxation and debt 

5 management policies as given (even though it 
6 may be trying in private to persuade the 

7 Government to change one or more of these 

8 policies) and must follow the monetary policy 
9 which, in these circumstances and having rega 
10 to the over-all economic situation, seems 

11 the most appropriate. Its field of choice 

12 may be greatly restricted by the other policies 
13 | being followed, since the central bank cannot 
14 base its own policy on objectives that differ 
15 in a major way from those on which other 

16 public financial policies are based, but it 
17 may on occasion have to be influenced by its 
18 view of the speed with which the latter will 
19 be adapted to the changing requirements of 

20 the over-all economic situation. " 

21 ‘Now, there is a contrast here between the 

2) statement at the beginning that the objectives are 


23 those of public policy generally and the statements here 


24| that there may be differences. Does that mean there may 
25 be differences in objectives, differences in inter- 
26 pretation of how to achieve the objectives, differences 


27 in the priorities in objectives; will you talk a little 


28 more about this? 


29 MR. RASMINSKY: I would like to say to begin 


) with that if I had my life to live over again this 
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1 sentence would have been drafted differently. In the 


2 drafting of this sentenee, the suggestion that the object- 


3 ives cannot differ in a major way, does, as you say, 
4 Suggest there may nevertheless be some minor 

5 ‘differences)in:objectives,: 

6 COMMISSIONER GIBSON: Or differences in 


: emphasis? 


8 MR. RASMINSKY: Or differences in emphasis, 
9 yes. On the question of objectives, of course, in a 


10 sense "objectives" is a pleasant phrase, it is a good 


11 phrase to write about, but in actual life I don't start 
12 each business day by phoning over to the Minister of 
13 Finance and saying to him, "Good morning, Mr. Nowlan; 


14 I hope you had a good night's sleep. What are your 


15 objectives today?", and then tell him that in the tinies 
16 degree my own objectives are different from his for that 
17 particular day. 

18 I think the way it works is that there is a 
19 general consensus which is arrived at as a result of 

20 discussion, and which is arrived at really by the force 


21 of events as to what it is that you are trying to do, 


D? and in my judgment there can be no difference. 

23 If there is a difference of objectives, then 
24 there is really a conflict of policy and in the ordinary 
25 course of events if a conflict of policy arises it has 
26 to be resolved, so there cannot be any continuing 


27 difference of objectives in that sense. But this doesn! 


28 mean that there is among those concerned a monolithic 
29 view as-to what the precise facts of the situation are 


30 or as to the precise tactics that are involved in’ trying 
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1 to deal with those facts, and there might be occasions 
2 in which the Peat banks appreciation was different 
3 -- if one got everybody's appreciation down in black 

4 and white -- it was a bit different as to facts and 


ot 


5 Gaatios.,..+ / 5a welt ng 


7 eas . Perhaps another way of 


8 Saying this would be that the ultimate objectives must 


but that as 
9 be the same/to what you are eauind, on do, what you have 


10 in mind for the situation in the next short period of 
11 time, on occasion there might be some differences in 
12 that, and if it turned out that these differences were 


13 really serious and affected the ultimate objectives, the 


14 you would have the conflict of policy situation that I 
15 mentioned before. 

16 COMMISSIONER GIBSON: In other words, there 
17 can be significant ditrerenees in interpretation as to 


18 how to achieve objectives and in emphasis on particular 


19 objectives in time. 
20 You say in paragraph 9, and this gets into 


21 the question of the mix of policy: 


22 "One of the important functions performed. °; 
23 by the central bank is to influence the 

24 decisions which determine the 'mix! of 

25 policies in the financial and economic field.' 


26 Then you go on to say that the central bank should make 
27 known its views on the net balance of policies for the 
28 whole range of government economic policy, and you also 
29 Say in paragraph 10, that it is necessary you should 


30 express those views even to the point of private 'naggin w. 
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1 so that I take it you are saying that the process of 

2 arriving at appropriate policies to meet a set of ob- 

3 jectives is a matter of opinion in which the central 

4 bank has a significant part in contributing to the 

5 development of policy? 

6 MR. RASMINSKY: That is right, < the centra 

7 bank has a significant part in contributing to the 

8 development of policies, and there is room for differentes 


9 of opinion as to the strategy that should be used over Bh 


10 Short periods of time in trying to attain those objectives. 
11 COMMISSIONER GIBSON: We have heard quite a 

12 lot from central bankers and some from the people who 

13 are experts in the fiscal area, and we have noted a 

14 tendency for the experts in central banking to nade 

15 the capacities of monetary policy, and the few experts 


16 we have had on fiscal policy minimize the possibilities 


17 of, fiscal, policy. 

18 In thinking of this mix and advising on what 
19 appropriate other government policies ought to be pursue 
20 other than strictly monetary, have you any such bias, 


21 Mr. Rasminsky? 


22 MR. RASMINSKY: How can I answer that‘! Well, 
23 the answer is no. 
24 COMMISSIONER GIBSON: I didn't think you 


25 would answer the question. In paragraph 75 you do admit 
26 that monetary policy has quite an important part to play 
27 I would like to ask you a bit, though, about how you 
28 think particularly debt management and fiscal policy 
29 fit into this blend of national economic policy. Do 


30 you feel that certain policies are appropriate to certai 
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1 objectives or that some were better at certain times 


2 than others? Is there, for example, the situation that 

3 arises occasionally where all you need is a change in 

4 monetary policy and the fiscal policy doesn't need to 

5 come into the picture? Could you talk about this question 


6 of blending policies a bit more? 


7 MR. RASMINSKY: I don't know that I could say 


8 a great deal more then we have said in the submission, 


9 Mr. Gibson. I don't think of one policy as being directe 
10 more towards the accomplishment of one of the objectives 
11 than another. Of course, the thing that I am most 

12 concerned with is the mix, the thing that I am 


13 professionally most concerned with is the mix of fiscal 


14 policy and debt management policy and monetary policy. 


15 These can be combined to produce a certain state of 

16 credit conditions in the economy, a certain level of 

17 interest rates, a certain degree of availability of 
18 funds for investment spending and certain expectations 
19 on the part of business people and consumers. 

20 The important thing to my mind is that they 
21 Should know what they are doing; that those concerned 


22 Should know what it is that they are aiming at and 


23 Should work together so that an undue load does not fall 
on any- one. It is easier to talk of this in terms of 
the limiting cases than it is in terms of intermediate 
cases. 

In a case where the economy is overloaded, 
where there is a great deal of 
generalized demand pressure on resources, then clearly 


one wishes credit conditions to move in a direction 
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1 which will discourage spending in order to contain the 

2 pressure. That is clearly the situation, and one in which 
3 one would wish to have fiscal policy act in a way which 

“t exercises some restraining influence. If fiscal policy 

5 were to do this and at the same time monetary policy 

6 were to exercise the opposite influence, you would have 


7 a very uncertain and confused situation. 


8 With fiscal policy acting in that way it must 


9 be supported by monetary policy, and vice versa, which 


10 would enable monetary policy to make a contribution 
practical 

11 within the range of the ye limitations that we have 

12 referred to here. It is not altogether clear in my 

13 mind where debt management fits into this “in practice, 

in principle 

14 It is clear enough/that debt management could help, 

15 but whether as a practical matter in the sort of situatio 
16 that one is thinking about here, where there is a great 


17 demand for funds in the capital market for long-term 


18 investment, whether in fact the Government can change 
19 ay Bae of its debt to add to that demand by 

20 shifting from short maturities to long maturities is 
21 another question. You may not. come up with the same 
22 answer to that as you came up with when you posed it 
a as a question of principle. 

24 At the other end of the spectrum, if the 


25 economy is underemployed, if there are lots of unused 


26 resources, then to the extent that the international 

27 Situation permits, you want to see credit conditions 
8 of a character that encourages spending, With debt - 

»9 management policies and monetary policies 


0 | that would increase the liquidity of the economy and 
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lead to.a relatively low level of interest rates and 
high availability of credit.. 

In that situation it may be that fiscal 
policy -- and here I may be revealing some of the 
professional bias that you spoke of -- it may be that 
in that situation the impact on total Seana of 
fiscal policy may be particularly important. 

Those, I think, are the limiting cases. I 
think that one would have to appraise any of the 
intermediate cases in he light of all the circumstances 
at the time. 

COMMISSIONER GIBSON: But you see these three 
avenues of economic policy working as much in harmony 
as possible; you don't see one offsetting the other. 
For instance, in this statement which you made this 
morning, I am a little puzzled by the statement that 
starts at the bottom of page 10 and goes ovier..onto- 
page 11 where you state -- and you were talking about 
the mix of public policies -- and you said: 

"With proper coordination, it can make an 
important contribution to the success of 
other public economic policies. For example, 
if an expansionary fiscal policy is 
appropriate in the economic circumstances, 
including the external financial position, 
then monetary policy coordinated with debt 
management policy may be able to prevent 

the increased borrowing requirements of the 
Government from producing inappropriate 


credit conditions." 
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You mean that we are in tune with the accepting of 
fiscal policy, or could it be overdone? 

MR. RASMINSKY: The word "inappropriate" was 
carefully chosen, Mr. Gibson. I take it what surprised 
you --- 

COMMISSIONER GIBSON: I am puzzled, I am not 
surprised! I just don't quite understand it. 

MR. RASMINSKY: What puzzles you, Mr. Gibson, 
I take it is that we say: 

"4if' an expansionary fiscal policy is appro- 

priate in the economic circumstances, 

then monetary policy coordinated with debt 

management policy may be able to prevent 

the increased borrowing requirements of the 

Government from producing ...." 

And we say there "producing inappropriate credit con- 

ditions", and I take it you would have expected us to 

say there "producing Bene ac credit conditions" or 
"a tightening in credit conditions"? 

COMMISSIONER GIBSON: Yes. 

MR. RASMINSKY: That I think would indeed 
be the: normal case. The reason we didn't say that is 
that we were.able to think of a case where "appropriate 
credit conditions" might involve some tightening in 
those circumstances. 

COMMISSIONER GIBSON: It is a little offset 
here. 

MR. RASMINSKY: Yes. At the present time, 
as I am sure you are aware, Mr. Gibson, there is 


considerable discussion in the United States regarding 
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the mix of their monetary, fiscal and debt management 
policies. As I understand the general philosophy that 
the Administration has been working on, up to the presen 
or until fairly recently that philasophy has been that the 
basic objective should be to increase private. 
investment in the United States in order to increase the 
productivity of the American economy, simultaneously in- 
creasing growth, with the expectation that the increase 
in productivity would be helpful to them in dealing with 
their balance of payments situation. 

Recently there has been a great deal of 
discussion in the United States about the appropriate 
mix of policies. The mix of policies which is 
currently under discussion is one in which the stimulus 
to growth and stimulus to the expansion of the economy 
would be looked for in an increased budgetary deficit, 
and in which -- and I don't mean to suggest that this 
is the policy of the United States administration 
because I obviously have no basis far saying what the 
policy of the United States administration is, but this 
is what the views of some students of the United States 
economy are-- the mix would involve looking to an 
increased budgetary deficit for stimulus to growth and 
trying to deal with the balance of payments situation 
through discouraging capital outflows through a somewhat 
higher level of interest rates. 

Now, L repéat I have no idea whether this is 
going to happen, but this is what some people think will 
happen. While having regard to the external situation, 


it is possible to conceive of a case in which the 
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appropriate credit conditions in the mix might be of 
that character, even at a time when there is a budgetary 
deficit. 

COMMISSIONER GIBSON: Thank you very much, 
Those are all my questions in that area, Mr. Chairman. 

COMMISSIONER LEMAN: I would like to go on 
to something that flows quite naturally from Mr. Gibson! 
questions, and to try to pin point a little bit some of 
your understanding of the effectiveness of monetary 
policy ‘finst. 

To go back again to the reference which Mr. 
Gibson made to page 10 of this morning's statement you 
did express confidence in its value at the bottom of tha 
page, where you say: 
"With proper coordination, it can make an 
important contribution to the suceess of 


other public economic policies." 
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A little higher up on that same page there is a 

sentence that I would like to quote: 
"Indeed, I believe one of the most 
important contributions that monetazxy 
policy can make is to help keep credit 
conditions within reasonable limits so 
that the economy will suffer ne neither 
the periodic credit crises of earlier times 
on the one hand ..." 

&t cetera, That seems to be reinforced a bit on 

page ll. To me that suggests the value is in 

avoiding crises, or in avoiding great excesses in 

one way or another, On page 11 you Say: 


"The empirical evidence regarding the 


Strength of the impact of monetary policy 


over the short-run tends to be inconclusive ..|" 


And then you go on to explain why that is not 
surprising because of other factors, 

Can you summarize briefly where you think 
monetary policy is effective and how, and state 
whether as a stabilizer it is not very effective, 
or is quite effective? Can you put some quantitative 
measures on this? 

MR. RASMINSKY: I am afraid I could not 
put any quantitative measures on it, Mr. Leman, 

I would think of this as being in three compartments, 

Firstly, I think that the contribution 
of monetary policy in keeping credit conditions within 
a tolerable range is of itself a very important 


contribution, The extreme credit crisis is obviously 
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1 Something which it is important to avoid, and so 
2 is the loss of confidence in a market produced by 
3 excessive monetary expansion on the other side, 
4 Secondly, I think that the effect of 
5 monetary policy in helping to produce and maintain 
6 a balanced external financial position is 
1 4 quantitatively very important, particularly, perhaps, 
8 in the short. run. - in the final analysis 
14 the whole range of public policies is what is in- 
10 volved in that. 
1 The area of doubt relates to the third 
12 question of how important a contribution monetary polid¢y 
13 can make in the short cycle as a stabilizing 
M4 mechanism, Perhaps in this connection I should 
‘S Say that we should distinguish between monetary 
ks policy and credit conditions, Monetary policy 
i may have to change a good deal to keep credit 
8 conditions from changing too BuCR So even if 
9 one has a relatively modest view as to the impact 
0 that credit conditions themselves have on the demand 
1 for goods and services, it still would be the case 
2 that there would be circumstances in which the 
3 central bank would have to work very hard. in order 
t to keep credit conditions from changing too abruptly 


in an inappropriate direction, Leaving that aside 
I would feel unable to put a figure on the way in 
which credit conditions affect the economy quanti- 
tatively. 

As you know, and I am sure your staff 


4! knows much better than I do, there has been a fair 
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amount of empirical work done on this by the Oxford 
Institute of Statistics, and after that it was 
worked on by the Radcliffe Commission, and I believe 
your own staff has done some work too, the results 
of which have been rather inconclusive. One can 
think of certain fields in which spending decisions 
might be quite importantly influenced by credit 
conditions, One would expect them to be importantly 
influenced by credit conditions, I am thinking of 
fields involving the investment of funds over long 
periods of time, with long amortization periods, and 
it may be in those fields, such as housing and public 
utilities, that the effect of credit conditions is 
quite considerable, Other fields such as consumer 
Spending, for example, seem to be rather insensitive 
to credit conditions, 

I think the only conclusion that one 
can come to -- at least, the only conclusion that 
I have felt able to come to -- is that there is 
an influence; that the influence is strong enough 
to make one want to try very hard to operate in 
the right direction, but not strong enough to have 
a great deal of confidence in it as the ultimate 
Stabilizer of the demand for goods, 

COMMISSIONER LEMAN: Can you explore 
a little bit how you maintain it if you try very 
hard? You have said it is worth trying very hard, 
and ~ page 13 you even express confidence that it 


can serve even in the short-run objectives because 


you say: 
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"Even though the lag between the 
implementation of monetary policy 
and its effect on spending decisions 
may be fairly long, the length of 
the typical business cycle, parti- 
cularly the expansionary phase, appears 
to me to be long enough to make it 
possible for our monetary policy to 
make a worthwhile contribution to 
stabilization, ©. 
First, there is a problem of the recognition of 
exactly at what point of the cycle one is. That 
is One ditriculty, is 26 not? Then, if you have 
some doubts about the measureability of the impact 
of changes in credit conditions on the demand for 
goods and services, how does one resolve all these 
difficulties in managing this thing? 

MR. RASMINSKY: I often wondand You 
do the best Gu. Bay Mr. Lehane You form the best 
judgment that you can on the basis of the information 
available to you as to what the state of the 
economy is, There are occasions when that is 
not easy, but that is not always the case, ‘ 

You of.ten feel you do know 
what the state of the economy is. You watch the 
various .economic and financial indicators 

that you regard as important, You watch 


your own level of interest rates, You watch other 


country's levels of interest rates, and the spread 


between yours and theirs. You watch the state of 
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the banking system and look to see what is happening 
to bank assets and bank liquidity, You watch what 
is happening to employment, to unemployment, to output, 
to prices, to imports and to exports, and you form 
the best judgment that you can as to what the state 
of the economy is, and the direction in which you think 


‘it. is moving. 


You look to see what the state of other 


public policies is, what the fiscal position is, 
what the debt management policies are, and you are 
continually prepared to revise your views as to what 
the state of the economy is and what the outlook Ls, 


and out of this amalgam of considerations you form 


some judgment as to the soundness, and as to the 
direction in which you would like to see credit 
conditions move, You form a judgment as to whether 
you think credit conditions should be becoming a bit 
easier or a bit tighter, having always in mind not 
only your domestic situation but also the international 
Situation. Having formed that judgment, subject to 
change without notice, you take the action that is 
appropriate, 

You are usually sure of the sign, so to 
Speak, of the movement, and of the direction in which 
you want to move, and this, I think, enables monetary 
policy to Se a contribution in combination with 
other policies towards achieving the objectives, 

Although it would certainly be helpful 
to put arithmetic numbers on it, I do not think it 


is necessary to be able to do so in order to make a 
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contribution from the side of monetary policy, 
COMMISSIONER LEMAN: Well, I presume 
that in performing this function one has to ask 
himself all the time: How far would this trend that 
I see go if I did not do anything? Is not that one 
of the questions? | 
MR, RASMINSKY: Yes, Monetary policy 
is quite frequently responsive to something that 
is going on outside, 
COMMISSIONER LEMAN: But is that the 
answer -- I do not know, «.. To know how far 
this would go if you'did not do anything. 

MR, RASMINSKY: ‘That is right. The 
central bank is certainly not gifted with foresight 
that enables it to see what the future holds. All 
that it can do is form the best judgment it can, and 
continue to be prepared to revise its judgment in the 
light of new evidence, 

COMMISSIONER LEMAN: In another sense, 
can we do anything by looking back in trying to get 
some measure of the effectiveness of the monetary 
policy by itself or together with other policies 
that were working at the time, and that were con- 
tributing? Can you pick some particular period in 
which the central bank was acting because it saw a 
certain set of conditions? Take a year like 1956, 
or some earlier year. Is it possible to measure how 
long it took to obtain the results or effects you 
hoped for? - 


MR. RASMINSKY: I do not think so, Mr, 
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1 Leman, The difficulty is that monetary policy never 
2 does operate by itself, and other circumstances are 
3 constantly changing. I think, as I believe I indicated 
+ in one of these papers, that the history of central 
5 banking in Canada is too short, and there are too 
6 many special periods in it, such as the war perv io, 
7 to permit of a statistical analysis that would set 
| 8 out the isolated effects of monetary policy, even 
| 9 if the facts permitted such an analysis to be made. 


10 We have not tried to do that. 


i, As to picking a particular period 

12 where monetary policy had some effect, I might mention 
13 that there is a recent period in which monetary 

14 policy in conjunction with other government policies 


15 had certain and specific objectives of a pretty 


16 clearly formulated type in mind, and where monetary 
vi policy, I think it was demonstrated, had some 

8 effectiveness, I am referring to the summer of 

9 1962 when there was a clear objective in the minds 
bo of the public authorities to restore balance to our 
1 international accounts, and restore the depleted 

2 reserves, 

3 At that time, monetary policy, in 

4 conjunction with other public policies, was helpful 


in producing a set of credit conditions which were 

one of the factors bringing the exchange drain to an 

end and producing an inflow. So, there was a clearly 

4 definite objective in mind, and I think that one would say 
\! that without a very significant time lapse the public 


i policy was successful in attaining those objectives, 
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COMMISSIONER LEMAN: And it acted 
fairly quickly in that case, But, in paragraph 17 of 
Submission II you refer to the fact that there are --- 


MR. RASMINSKY: To which paragraph 


5 are you referring, Mr. Leman? 
6 _ COMMISSIONER LEMAN: Paragraph 17 of 
7 Submission II, There you refer to the fact that 


there are two forces that work all the time; one is 


a the cost of credit -- I am trying to get a more pre- 
ia cise idea of what you call changes in credit 

11 conditions here -- and the other is its availability, 
12 A little later on in paragraph 19 you say: 

i3 "While small changes in credit 

[4 conditions might have only a small 

) impact on the level of demand for 

6 goods and services, it is also no 

7 doubt the case that large changes 

8 in credit conditions have a large 

? impact on demand." 

0 Now, how would you define a small change in credit 
1 conditions as opposed to a large change? Would 


2 you describe the kind of change that makes itself 

Ee felt through the availability of credit as a large 

| change, and would you describe a small change as one 
| that only affects the cost of credit within smaller 


7 limits? Is that about the difference between the 


: two -- between a small change and a large change? 
MR. RASMINSKY: No, I do not think so, 


Mr, Leman. I think that changes in the cost of 


credit are quite likely to be accompanied before very 
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long by changes in availability. That is, as credit 
becomes cheaper it is also likely to become more 
easily available, Markets work that way. 

Certainly, if you have very substantial 
changes in the cost of credit you are bound to have, 
through the imperfections of the market, at least 
temporary changes in the availability of credit, but 
in talking about small changes and large changes we 
did not have in mind the distinction between cost: 


and availability. 


- 


4 tabeaiedia rer’ anal 00% au RRS: 
evan of brited| sta wey titers te seoe | fais 
“‘Heaet 72 iettet sAdZc dab obbaeaghlh phi | 
‘4u8 < Laces, To Asattdal ts 7a. eos. ct cognate 
oy @batione ogiel tye t8goedo I fane toads 7 
geod goeWied nolbdunldeth eid sabes el a 


+ (8SL Jeli teva ~ 


as PY rh 


Nethercut & Young — 7553 = 


Toronto, Ontario 


But we had, rather, quantitative considerations in mind 
related to levels of interest rates and associated 
changes in availability. 

COMMISSIONER LEMAN: If we have some doubts 
about the responsiveness of various borrowers in the 
country to changes in cost of money, I imagine we have 
no doubts that avallability acts in a strong way when 
you have such sharp changes, that availability is affected 
to the point of having the equivalent of a rationing 
system in the process. Is that correct? 

MR. RASMINSKY: Yes. Of course, the 
distinction between cost and availability is really a 
measure of the market imperfection. In a perfect market 
there would be.no distinction, I would take it, between 
these two concepts of cost and availability, but markets 
are not perfect. It is the case that if you have sharp 
increases in the cost of credit you will have various 
rationing effects, stiffening of the terms of credit, 
and so on, which have an impact. 

I do not think that these rationing effects 
are ultimately the things which one looks to, because 
ultimately the markets will find a way. Markets will 
not accept the imperfections. They will find a way 
of making funds available, even though they are 
temporarily clogged up in the normal channels from 
which one would have expected to get credit. 

COMMISSIONER LEMAN: Does this process work 
differently, according to what you are trying to 
accomplish? Do you subscribe to the views of some 


People that the effectiveness of the policy is greater 
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in a contractionary sense than it is in an expansionary 
sense or is it about equal either way? 

MR. RASMINSKY: I think that what is likely 
to affect the impact of changed credit conditions is 
the view that is taken by the business community about - 
business prospects. I think that this plays a very 
important part in determining the apparent successes ~~ 
or otherwise of monetary policy in producing changes in 
credit conditions. I should like to develop a certain 
point here. In a situation of deep depression the views 
of business prospects may be so poor that a very large 
increase in the amount of liquidity in the economy, a 
very great easing of credit conditions, increase in 
availability, may have little effect. At the other end 
of the scale, in a time of boom the view of business 
prospects may be so good that even very tight credit 
conditions within the range of what is feasible may have 
little effect, butif one isolates from this notion of 
business prospects, I would see no reason for not 
expecting symmetry. I would see no reason for feeling 
that Gredit conditions are more effective in restraining 
&@ boom than in encouraging a Revivaiver activity in the 
event of a recession. 


--- Short recess. 


COMMISSIONER LEMAN: Mr. Rasminsky, I wonder 
if we could go back to the last question we discussed, 
for I am not sure if I understood clearly what you told 
US. The question was: is the effectiveness of mone ary 


policy, the way you have described in your submission it 
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should work, more effective in a contractionary sense 
than in an expansionery sense? Is there a difference 
between the two? Do you feel more confident that you 
can obtain results in restraining things during a boom 
than in "revving" things up during a recession? 

MR. RASMINSKY: I am not confident that monetary 
policy by itself can do either of these things, Mr. 
Leman. That,.I think, is the thread which runs through- 
out our whole submission, and my statement this morning, 
that the importance and effectiveness of monetary policy 
is as part of a package of public policies which is 
directed towards certain things. 

Furthermore, in thinking of the effectiveness 
of monetary policy in a boom situation or in a recession 
Situation, I have been thinking of it, and do think of 
it, within the limits which -- and I may as well say 
right now I am not going to be able to be completely 
precise about this -- I conceive that it is practicable 
to use this instrument to tighten or to loosen credit 
conditions. If it were not for that limitation of 
practicability, I think that I would urge the conclusion 
that monetary policy is more likely to be effective in 
restraining an expansion then it is in encouraging an 
expansion at the other end of the spectrum, for there 
is theoretically no limit to the tightness that could 
be permitted or produced by monetary policy, and 
certainly one way to bring an expansion to an-end would 
be to permit or to encourage a credit crisis to devel-p. 
But I rule that out of the question. 


However, if it were not for that sort of 


iTS 


: ‘spans? ns | | = purge 
7 cattle davbttows: SROG, cag 16%, od 


 qaad «aplenty aged Sactrckpataon, ot 
7 Ynoleasost & geicub qty eae % 


efpjniioe Pend Teeoditoo Too MEG THOM NAS a = 


*} 


Ww (egctds gasds To atte ob- ten. tiegds 


: wes . 
deca) cane détdw @edrds eis .e? i AGES e 20th 


| Autirpek. idd name sers Yeon rolsetedes 9° Doms 


l vetted yressaon 70 eaensylloet?s bas somed ro gent, ont 


porw 


¥ 


at Goscy soared oiidsg ts saatoeg @¢ 3 ineq 

<eynine cogs ahaeuae hate 

l edacentoeette sis to aalaaies ot eros 

soSeeabed: BL wo nelsnet ie co0d 8 OF qotibos yrstene 
VG wits ob O46 ts to Undid desd sve I noize 
= 

Jaa liew 66 yen 1 one -— rio Law pitntl ond eit iee 
RE atano. 36 OF aide 4c oo saisg I0n cst L wom? 
tent svtesges 4. =- hide duote. eam 


,y, StaeatsoeTqG” GL 


“P5420 1980 od to cegnnly oS Sreqinty tee ald? see 


> 
se | 
*, 
a 
es 
i 
G 
i 


‘I ,snoktge 
fobbyeeos eid wyatt! bisow Dt Ierhkbedtakad st yeiligecti¢ol 
et) sudbdoerte ed oc ylerit sugm 45 wasted yaad som, ae 
a 4 } BALRETUCONS GL Ai gi tad? .tgfateqae ss an inlen] 
weteno? “wmussosge oad 1¢_hae tse sig 36 no Lene 


Slide Jade? deecidgtc <0) af stint om ylleotseqwssas 


tt 


bas Walon uadsi0m yo “Ssonbartg ta. Sossiny 


A 
biijew basses, of aolenajes me gatad oc. ape shes 


-@rkeveb, os efaing tt [pete & i latalek ad of mm 2 rane | 
5 is j 


a 


Lieoup eat: hs ug, seda..4 


A eet! al ...) . 
. Ge Bb ten Ae nnd =x eo Ones anfeile “ - 


Nethercut & Young " 7556 : 


Toronto, Ontario 


7 consideration, monetary policy might be more effective 


in restraining an expansion than in encouraging the 
revival of activity because on that Side, on the side 
of encouraging a revival of activity, you can lead a 
horse to water but you do not necessarily find yourself 
in a position where you can make him drink, and no 
matter how much money an ill-advised central bank might 
flood the country with, there is no guarantee that the 
money will be spent in any brief period. of time. 

We have had some experience, not recently 
but going back to the early 1930's, with that fact, _. 
If one introduces the concept of reasonable limits and 
if one does not make any particular assumption about 
business paneer then I think that I would have to 
go back to the same answer I gave before, Mr. Leman, 
that I would see no a priori reason why within the 
limits of practicality and in combination with other 
policies, variations in credit conditions should not 
be just about as helpful in encouraging an expansion 
that you want than they are in discouraging excessive 
demand at the other end of the scale. 

COMMISSIONER LEMAN: But one cannot abstract 
from their effect on business expectations, can one? 

MR, RASMINSKY: No; business expectations 
are always, I agree, a very important element in the 
Situation. Business expectations, of course, are 
affected by things other than monetary policy. 

COMMISSIONER MACKINTOSH: Are there not a 
Couple of points missing in a plain explanation, namely, 


that as you say, there is no limit to the tightness 
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which you can create and that this, in what we assume ig 
the top of an excessive boon, destroys the expectations 
of the continuation of this violent activity, and that 
is not too difficult to do. 

When you come to the bottom of severe de- 
pression it is not merely making credit available to 
applicants at low rates, it is a series of processes 
by which un-creditworthy applicants are turned into 
creditworthy applicants, and that takes more than 
monetary policy and it can be a peculiarly stubborn 
problem. The banks, even in depression, have lots of 
applicants but very few of them are creditworthy. 

MR. RASMINSKY: I think there is a lot in 
that, Dr. Mackintosh, I think if the sort of condition 
you have in mind were persisted in for long enough, 
monetary expansion on the large and sustained scale 
could, after perhaps a considerable time lag, produce 
Such a revival of demand that you would get a boom, 

I am not saying it is necessarily a desirable thing to 
do, but I take it Mr. Leman's question was concerned 
With the subject of lags, with the time involved in 
these processes, 

COMMISSIONER LEMAN: Yes, I did have the lags 
in mind in part because there is not only the effective- 
ness from the point of view of the capacity to achieve 
results in the absolute, but the time it takes to 
achieve them. That is a second consideration, but I 
am just a little worried about the fact that we keep 
talking about the policy mix, fiscal policy, debt 


management policy, and monetary policy, and that we have 
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to remain so vague about the capacity of each oneof 
them to achieve that part of the result that is wanted. 
That is what worries me. 

MR. RASMINSKY: Well, it 1s a worry. It 
certainly would be a more satisfactory state of affairs 
if we could be more precise on these things; meanwhile, 
it is something to at least be sure of the direction 
in which you want to move and by a process of testing 


and probing to do what you can to produce credit 


conditions which will affect spending decisions so that 
the eonomy does move in that direction. 

I would take the implication of your worry, 
Mr. Leman, to be that it would be a very desirable 
thing to have more statistical information, more concret 
knowledge of the basic flow of funds through the economy 
than we have, to be able to measure some of these impacts, 
and the Bank of Canada is making some worthwhile con- 
tributions, I would hope, to this process of increasing 
our knowledge. 

COMMISSIONER LEMAN: So that part of the 
difficulty now is lack of information, and you do feel 
that there re an improvement that can be brought about 
in supplying the necessary information that would be 
required to help the effectiveness of monetary policy 
or at least to help in its management, let us say? 

MR. RASMINSKY: To help in the management 
Of public policies generally, including montary 
policy. 

Yes,.I think there is a lot of scope for 


improvement here. Generally we feel in the Bank that 
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the state of economic information in Canada, as compared 
with other countries, is really quite good. The Bank, 
incidentally, has no statutory power to collect statistids. 
Any statistical information that is furnished to us is 
furnished to us voluntarily. 

We do get a fair amount of information 
from the chartered banks and other financial institution 
on this voluntary basis, but we acquire most of our 
statistical information from the Dominion Bureau of 
Statistics. In our opinion the Bureau is doing a very 
good job in this field, and we maintain a close contact 
with that organization. As I have indicated, however, 
there is always room for improvement, but at a cost, of 
course. 

The fact that our economy is so much smaller 
than, say, the United States economy does not 
proportionately reduce the cost of collecting this 
information, but it is our opinion that the importance 
of getting information is great enough to justify the 
investment of a good deal of resources in this. 

I may say that from our point of view one 
of the most valuable improvements which could be made 
in the sources of information now available would be 
to reduce the time lag with which information is 
available. For example, at the present time the most 
recent figure for the index of industrial production 
relates to October; the most recent figure for both 
exports and imports relates to October, and due to 
Some turnover in the. system that they are using in the 


Dominion Bureau of Statistics the most recent mo ch for 
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which commodity detail is available on imports is for 
the month of June. 

The most recent quarter for which balance of 
payments statistics are available is the third quarter 
of the year, and apart from these lags there are serious 


gaps in our information. 
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1 For example, we don't have a quarterly 
2 survey of investment intentions, which would be 
3 valuable, We don't have, as some other countries 
4 have, quarterly balance sheet information on the 
5 various sectors of the economy , including financial 
6 corporations other than banks and non-financial 


7 corporations, I think in all these respects the 


8 situation could provide better ground work for the 
9 sort of empirical investigation you have in mind, 
10 In referring to the lags in information 


11 I want to repeat what I said before, that I think 

12 the Dominion Bureau of Statistics is doing an 

13 excellent job under difficult circumstances relating 
14 to the numbers of their staff, among other things. 
15 Skills required for a job of this sort are extremely 
16 high, and I think there is very general admiration, 
17 not only in Canada but in other countries, for the 
18 quality of the output of the Dominion Bureau of 


19 Statistics. So, I don't want what I have said to 


20 appear in any sense to be critical of the Bureau, 

al who are in fact doing an excellent job. 

COMMISSIONER LEMAN: In order to get 

23 a clearer idea of what the lags are, Mr. Rasminsky, 

a4 could we go through the process a bit? 

* On page 8 of your statement this 

26 | morning you describe very briefly your: view of 

| how monetary policy operates, You say you believe 
28 changes in credit conditions. have an influence on 

29 | demands for goods and services and the flow of capital 


in and out of Canada, Then you go on to say that 


j 
| 
i 
! 
; 
' 


i S i ws. ey 
. 7s “4 a 7 
! 


re hal carats 


Ab ies 


b i Wet denen oi orerae 
+h okuow Hert anor tnedit 


‘soda oto: egyidO sH03 #8 uae ea 


ade: ao nelataro tal sane sanrsbed yh 10% Fi 
feta?) gatoulstit vgroge’ss age’ s6 enwese BNO 


Eax gant =(ROF its BQ Les sd penny “t3080 


ie oF fa wies 7 z 
stig ud npoqeas’ ,eades Cis. al saris BOs: 


- j -— : 7 
id ied gow, brivets: Teacia0) solvotg blues dels 


Bulw ni sved soy nohvagivesviis Leowr sete toe 


4 
hw 
7" 
ie 
, 


Nietrty road .anoted blea LL Jatt aeege oF ¢ 
at sigttetcssé “lo useivl nae =) 

ae 
eure nesaadenuoiie. eiveltiI0 3Sbhe vot gaslies 


7 ath wig! Sere Ad e ‘Sve Si ea Damn sit : 


mb zt .o2 eotvenses 
aoe até “lo fuotsiny 30) eF-senee Vie TE Ts ay 
soot 2084 Gc: notes feed az ons: af 

Jay ot 180%O Fi: RAMA AMO Sec hee 7 
mignivean: uk .oy soul.ads cade 36 esbl vessels 
eiitd @° nedonty sfc Agione oN SW bis 
SiWenematets -uigt “to, >) agaq, Ao | 


SH Web “wey Clitelic <tev siztsdeb poy ake 
i 


: 
i 


= ; > ¥ 
oeGhIOG Sey Vee oY .seigtodo yoslog _ wweeton 


ao ptcev (int of evn 2°. load Feed Bh 
7 
' 7 e 


>= 


a ae he Medd eft ti zesty sen be oll 
A Tal 
.o5 coy gat) | shed 


Nethercut & Young ~ 72652 an 


Toronto, Ontario 


1 normally this operates through changes in assets of 
2 the chartered banks and the: money supply, and can 
3 have an important influence on credit conditions 


4 generally. That is the way your brief describes 

5 the workings of the monetary policy. I would like 

6 to ask how this process ends up by influencing the 

7 demand for goods and services? Could you tell us 

8 how it works? It is not Pceeine fact that bank 

9 loans are a little higher or a little lower that ... 

10 necessarily will give you all the effect relative to 
11 the demand for goods and services, How does the 

12 whole spectrum of business expectancies get influenced 


13 in the end? 


14 MR. RASMINSKY: Mr. Leman, the question 
15 of the way in which credit conditions operate 
16 on the demand for goods and services is dealt with 


17 in paragraphs 11 to 20 of the submission. I don't 
18 know that I could with justice to our submission try 
19 to compress it into a single sentence. If I were 
20 to attempt to do so, I would say, this is the way 
of we look at it -- and as I indicated this morning, 


22 1t is one way of looking at it. 


23 Individuals and corporations in the 
24 economy have a choice at any given cone of time 

25 as to whether to spend their money, which would 

26 | result in a change in the demand for goods or 

27 | services, or not to spend. They make the decision 
28 as to whether they will spend or not spend on goods 
29 and services, The alternative to spending on goods 


yi and services is to improve their financial position, 
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So to speak, by acquiring financial assets or dis- 
charging financial liabilities, 

This decision to spend or not to spend 
is effected by the rewards and penalties that are 
involved in not spending. These rewards and penalties 
are measured by the rates of interest available on 
financial assets, by the cost of borrowing, by the 
associated changes in the availability of credit, 
by the ease or otherwise of borrowing, or what one 
might call the non-price factors connected with 
borrowing. . 

This is the broad mechanism by which 
we think credit conditions exercise an influence over 
the demand for goods and services, 

COMMISSIONER LEMAN: I have read the 
whole submission very carefully, Mr. Rasminsky, and 
I understand that description of the mechanism. 

When I asked, how does it work, I was coming back 

to the lag there, How fast does it work, in the 
Sense that you influence first cash reserves of the 
banks, and then you get a secondary effect from that; 
you get a change in interest rates, long rates, short 
rates and so on, It is that form of mechanism I 
would like you to comment on. How does one step 
influence the other? Where does it end up? How 
long does it take, roughly - ‘do you think you can 

be precise on it? 

MR. RASMINSKY: On the last question, 
Mr, Leman, IL have to say immediately that I don't 


know, I can't give any precise answer as to how 
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1 long it takes a given change in monetary policy, or 
2 a given change in credit conditions, to work its way 
3 through the economic system and result in a change 

4 in demand for goods and services, I think this 

5 must vary a good deal from time to time, depending 

6 on what else is happening in the economy and what 

7 the general expectations are regarding business 

8 prospects, and depending also on what is happening 


9 abroad, I think it must vary,too, with the intensity 

10 of the change, A very sharp change in credit 

11 conditions may well bring a much more rapid reaction 

12 through its shock effect, perhaps effecting expectations, 
13 than a more gradual change. 

14 On the matter of lags, I think that 

15 the lags in the impact of changed credit conditions 

16 on international capital flows may be somewhat smaller 

17 than the lags on domestic spending. We have, I 

18 believe, a good many examples of the fact that 


19 relatively Small changes in differential yields as 


20 between Canada and abroad can produce quite large 
21 and rapid changes in international capital flow. 

22 COMMISSIONER LEMAN: This brings me 
23 to another reference in your submission, It is the 


24 fact that you say this must in part operate through 


25 the process which you call successive approximation. 
“i Could you illustrate this process for us in a con- 
27| crete or semi-concrete situation of circumstances 

28 | of your own choice? For instance, paragraph 49 of 
29 section 2 refers to this process of successive 


) 0 | approximation, 
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1 MR. RASMINSKY: It comes back, Mr, 

2 Leman, I think, to something I said before, There 
3 are occasions when the requirements of policy change 
very abruptly and in which the central bank has 
pretty clearly formulated eae eR and can go 
straight after those objectives, The experience 

of the past summer was such a case, and there was 

a fairly abrupt impact on monetary policy, with 
monetary policy directed primarily to producing 
enough capital inflow to restore the reserves, But 
even after that there was some process that I think 
one could reasonably describe as successive approximatioh.. 
One does not know, even with so concrete an objective 
as that, the differential inuinterest rates re- 
quired. As one got the experience of capital 

being returned to Canada, after starting in July 

and August, through a process of successive 

Be mation, there was some easing of the situation, 
resulting in a decline both in the absolute level 

of interest rates and in the interest rate spreads 

aS between Canada and the United States. However, 

I think that is rather an unusual case because it 

does not happen very frequently that the objectives 

aré as clearly defined. In the usual case one 

reaches a conclusion in a general way as to the 
direction in which monetary policy should be moving. 
You watch the behavior of monetary and non-monetary 
factors; you try to look ahead a bit; you don't move 
abruptly, as in..a situation where the economy is 


moving ahead, where it is impinging on its resources 
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1 or reaching that point. Then you would permit or 
2 encourage a gradual tightening of credit conditions 


3 through a process of testing and probing. If in that 


4 process the behaviour of your economy suggested that 
5 you shouldn't go as far in that direction, you would 
6 retrace your steps a bit, using one of the chief 

7 merits that the monetary instrument has, namely, 

$ flexibility. 

: COMMISSIONER MACKINTOSH: I take it 
10 what you are testing there is the response, You 

il are not trying to determine what the condition of 

12 the economy is, but the response it will make to 

13 certain large or small moves, 

14 _ MR, RASMINSKY: I think that is correct, 


15 Dr. Mackintosh, It is the condition of the 


16 economy - your appreciation of the condition of 
17 the economy - that determines your basic decision 
18 as to the direction in which you wish to move. 


19 The technique that you use, and the speed at which 


20 you move in that direction, is, as you say, in 

ai large measure a response to the action, or is 

“4 conditioned by the response to the action you have 

= already taken. 

y COMMISSIONER MACKINTOSH: Is the reactio 
“ that you watch more than a financial reaction? In 

a? the case that you cited of last summer, I take it 

27 that the speed and the satisfaction in the result 

28 Was powerfully affected by the fact that your 

29 | 


Objective was a modification and a change in the 


flow of financial assets, which you got quickly. Had 
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1 it been related more to incomes and expenditures, it 

- would have taken you longer to get to them. 

3 My question is, are the responses that 
4 you get to your probing only financial, or do you 

5 keep it up long enough to see if you get economic 

6 responses? 

7 MR, RASMINSKY: What we are concerned 


8 with, Dr. Mackintosh, is what is happening in the 


9 real world. We are concerned with what is happening 

10 ‘to Output, and to employment. 

11 COMMISSIONER MACKINTOSH: "Finance" 

12 being the non-real world, | 

13 MR. RASMINSKY: Perhaps I ought to start 
14 again. 

15 I think we would regard the financial 

16 reaction as being important in itself, The functioning 
17 of financial institutions is obviously important, but 
18 as instrumental conditions to the achievement of 

19 certain objectives, It is those objectives that 

20 I describe as the objectives of the real world, 

a COMMISSIONER LEMAN: The process of 

22 Successive approximation in itself accounts for part 


23 of the lag we have been talking about that you said 
24) we couldn't measure exactly, but the fact that you 
25 proceed in that fashion is responsible in part for 


26 the lag, 


a MR. RASMINSKY: I would be better able 
| 

- to answer the question if I knew in what other fashion 

29 | 


monetary policy could possibly proceed. 


COMMISSIONER LEMAN: I thought we had 
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established at first that Some of the difficulty was 
that you could not be sure what would happen if you 
did nothing ata Siven point; that you could not. 
be sure of what would happen, or how far a trend 
would go. Then you explained to us that if you 
had better information on various economic indicators 
you could probably be more sure of how to manage 
this problem, Therefore, I assume that in part a 
Successive approximation process is necessitated 
by the uncertainty. Presumably you would not 
want to overshoot the mark; therefore, you try a 
Small dose of what you think is the right medicine, 
and then you decide to increase the dose if the 
responses are not quite what you expected, Does 
that pretty well describe what you call successive 


approximation? 
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MR. RASMINSKY: Yes, I think there is some 
partsof what you said that I think dos correspond to that 
Of course, one doesn't know at the beginning of this 
process of successive approximation, one doesn't know th 

recise nature of the economic situation that one is dealing 
with. One forms a judgment as to the direction in which 
the economy is moving, but if one is dealing with an 
upswing, the ultimate intensity, the duration of the 
upswing only becomes apparent as you go along and that 
is why it seems to me that this method which we have 
described as successive sppeeetuheibh is the only 
possible method by which monetary policy can be conducted, 
If one knew in advance the Situation, what the situation 
was going to be six months from now, then some other 
method might be possible, but one doesn't know that, 
one has to be'influenced by the development of the 
Situation. 

COMMISSIONER LEMAN: Mr, Rasminsky, there is 
one other point which I would like to ask you a question 
about, and it refers to that paragraph 17 of section II, 
where you say: 

"In general, the fewer the rigidities and 

imperfections in financial markets the more 

are credit conditions mainly a matter of the 
cost of money. The more widespread the 
rigidities and the imperfections the more 
important become considerations of... 
availability." 

Now, in the context of what we have been 


discussing, the effectiveness of monetary policy -- 
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I said paragraph 17, section II? 

MR. RASMINSKY: Yes, I have it. 

COMMISSIONER LEMAN: In the context of what 
we have been discussing, namely the effectiveness and 
lags in the effectiveness of monetary policy, would you 
Say it follows from the paragraph I have just read that 
the less imperfections in the market the more effective 
would be monetary policy, or is it the other way around? 

MR. RASMINSKY: Well, there are occasions, 
Mr. Leman, when an imperfection in the market may, for 
a certain period of time, come to the assistance of 
the monetary authority. If the general view of 
monetary policy is that a restrictive policy is 
appropriate because the economy is going ahead, pressing 
on its resources very rapidly, then if there is a 
limitation on the willingness, for example, of certain 
lenders to lend above a certain rate of interest -- 
which is not unknown, because they regard it as not 
quite respectable -- then Peretnoraovens may find that 
they are not ave to get the money from their usual 
sources and give up their spending plans as a result. 
So, it is conceivable that there can be situations when 

imperfections in the market have the effect of 
reinforcing monetary policy. 

This, however, seems to me to be a situation 
that monetary policy shouldn't count on, partly because 
it is not to be relied on and new channels will grow 
up and the money will be available at high rates from 
some source, and partly because I believe that the 


effectiveness of monetary policy is enhanced by good 
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credit markets. Consequently, while I think that we 
have to admit there are occasions when imperfections 
are helpful to monetary policy, I wouldn't put that 
forward as a reason for advocating imperfections in the 
credit market, | 

COMMISSIONER LEMAN: It depends on the type 
of imperfections we can think of, is that right? Some 
imperfections tend to reinforce the effectiveness of 
monetary policy and other types tend to weaken a. 

MR. RASMINSKY: I think that is right. 

COMMISSIONER MAKINTOSH: We had Professor 
Erik fundbereceswho told us the thing to do, I think, 
for short-term policy was to barge in and create 
imperfections in the market so as to disrupt it 
thoroughly. 

THE CHAIRMAN: We shall now adjourn until 


tomorrow morning at 9:15. 


--- Adjournment. 
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Ottawa, Ontario, 
Thursday, 
January 10, 1963. 


--- At 9.15 A.M. the hearing resumed. 


THE CHAIRMAN: I will call the meeting 
to order. | 

MR. RASMINSKY: Mr. Chairman, I wonder 
whether I could be permitted to go back to the 
interesting line of questioning of Mr. Leman 
yesterday afternoon. Mr. Leman's questions were, 

I think, directed to endeavouring to ascertain what 
degree of precise knowledge the central bank had 

of the impact of changes in credit conditions in 
different sectors of the economy, and what it knew 
about the various lags that might be involved in 
the impact of these conditions. 

The general line of my reply was that 
we did not have a great deal of precise quantitative 
knowledge regarding either of these things, that 
we made the best use we could of the information 
available, that we tried to do what we could to 
improve, to help in improving the information, 
that the information available was, we thought, suf- 
ficient to enable us to try to use our powers to 
move monetary policy and credit conditions in the 
right direction, in the direction required by the 
economic circumstances, even though we did not 

have detailed quantitative knowledge as to the points 


of impact or the prices involved, that we were engaged 
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in a process of endeavouring to narrow the range of 
uncertainties in these things, but that I could not 
honestly say to the Commission that we did in fact 
have detailed measureable knowledge. 

In some discussion that we have had 
in the Bank since then I found that my colleagues, 
while not unduly critical, I am glad to Say, of the 
answers I gave to this line of questioning, felt 
that I may have left the impression we did not feel 
that such detailed, precise knowledge would be of 
considerable value to us, or that we did not think 
it was worthwhile doing everything possible to 
quantify our knowledge of the points of impact and 
the lags involved. | 

I hope that the record will not indicate 
such a view on my part, for I do not hold that view. 
I think that it is in fact extremely important to 
endeavour to measure these things to the extent 
that we can. It would be fair to say that. in the 
Bank we have felt that the beginning of this process 
was an improvement in the underlying statistical data, 
and our own efforts in the Bank have been largely 
concentrated on improving underlying statistical 
information as the main prerequisite to improved 
monetary analysis and financial analysis of a 
quantitative.type, and with the co-operation of the 
chartered banks, monetary and banking statistics have, 
I think, been improved in this country to the point 
where they compare favourably with corresponding 


Statistics of almost any country. 


- ol 
— : - 


on 
Dae ihe sore 


sor HiKtioe EG a fade 8) wets Pi pon the 
1 


‘4 “Post ih Slo oF Jans io teat tered sia an’ i f 


; 
| ery. 
| : sib rat Brinatiyaaenr be 
E tT Le ae | S208 mn? Ce . d 
- 7 
. . 
aad aw vadé nobeavosio gmoe ft 
; . i‘ 
ade Sue. T pont sonta Bae Shy 
— a i . he 
| so bela os yiivitno ninwtag, dont kee 
¥ ow Ps es) " * 
' a 


a : aup Id si pied. ov su L eae 


et , x 
| i 0 ’ “Z } ie 1 Yam 


CE. 

[ Z _VveLee 

4 
i 
» [ i ‘ iT |b beve Ba 
- ra ' w ta 
is] | as ey) ET re 
‘ 4s Ta 4 4 a | 


39 Storm T 
a wet’ Bs com 
oo ae j Yin Z a: ICA Os ba is. a 7 AGT Haliy > 
. ty ) ens ; ne etussem OF tWoOVRouR 
; j § 
; bis ‘ % 34 bFuow. 7? nao ow dani 
7 
ns - ’ " ra vari aw Wh : 
‘ i} 
. * 
\ feol3elsa- 2 ¥ ; sda opevoignil is 2a 
| ‘ 
Lapis. i vVithaidnd’ eto obec rhe wo Sprite 
| é & = + : 


. Leobeetisc: .crvidepal Lvetohe fe betas hieothe 
: = Pera cg: * dé ¥ t q 
ow ayvarrimi G7) srbeliesieit mm, yy ae olsamte 
adi 5 | ; 
cae) } : - 
' ito wteciage Ledbowine? bea Bley Sena UteeoE 


aay to (ofebsaead-on sAl dil’ bus, ey -svlders 


sree? portetzase salsaced. bases aon ord ost e 
: ie 
, taloq es of croayoc atta mz heertaaid reset 
a : | . 
a} - piikeo jee tas iv «igo tere, EDs. 0 be 
i a ’ _ pie 


Nethercut & Young - 7574 - 


Toromte, Ontario 


Vs 
ry 


Furthermore, over the years the 
Research Department of the Bank has also taken part 
in the development of a wide variety of statistical 
developments such aa the national accounts, the balance 
of payments, consumer credit, information re- 
garding the assets and liabilities of life insurance 
companies and finance companies, the security markets, 
stock market credit, government financial accounts 
-and other financial series. 
In recent years we have co-operated 
with the Dominion Bureau of Statistics in planning 
a more comprehensive framework of financial 
Statistics, and the Bureau is now engaged in carrying 
out this work, 
This includes a variety .of quarterly 
balance sheet data including the financial assets 
and liabilities of various sectors of the economy , 
and this should make it possible, we feel, for current 
financial analysis to be carried On more on a sector 
by sector pate than on an aggregative basis, which 
will certainly improve quantitative financial analysis. 
The development of statistical series 
involved, and their adjustment for seasonal fluctuations, 
Will naturally take some time, but it is an important 
job and a start has been made on it. 
As I say, the effort of the Bank and 
Particularly its Research Department, has been 
concentrated in trying to improve the underlying 
data rather than to do econometric work on the basis 


Of the existing data which, in many fields, are in- 
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adequate. We follow the quantitative work that is 
being done by others. We know that some work is being 
done along these lines by the staff of the Commission. 
In fact, one of the men to whom you referred yesterday, 
Mr. Chairman, and whom we have loaned to the Commission 
participated in one such study and we look forward 
with a great deal of interest to this work. I can 
assure you that if this work does show signs of 
giving promising indications of producing results 
that are worth pursuing, Lt would be the intention 
of the Bank to pursue work of this type. 
| I desired to make this statement be- 

cause I would not like either the impression in the 
minds of the Commission or the record to indicate 
that there was any lack of desire on my part, or 
even any lack of enthusiasm, for pushing ahead in 
the field of quantitative monetary analysis to the 
fullest useful extent. 

COMMISSIONER BROWN: Thank you, Mr. 
Rasminsky. This leads on to a question which I had, 
and indeed your comments have answered it in part. 
One of these lags you refer to several times in 
your submission is the delay in the effective 
changes, which you originate in Bank reserves, being 
reflected in bank lending policy. 

I think this is something which can 
Only be measured by the Bank, for it is only the 
Bank that initiates such changes, based on other 
Statistical information, and we recognize the lag 
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other information. However, in view of the fact thes 
yOu cdo refer to tthise on Several occasions, can you 
give us any picture of the sort of lag that is 
involved. You see a situation which you regard as 
requiring something being done by the Bank. Have 
you any picture of how long this gets reflected, not 
in what we called yesterday the "real world of the 
goods and services", but when it starts to get 
reflected in bank lending policies, 

MR. RASMINSKY: I do not think, Mr. 
Brown, there could be any single answer to that. 

A very important element in that lag would be: What 
is the existing loaned-up situation of the banking 
system? If the banking system was already loaned-up 
and if the ratio of loans and other non-liquid assets 
to the total liabilities or assets of the banking 
System was already on the side that the banks 
regarded in the light of historical or other 
Standards as high, then one would expect that a tight 
monetary policy might be transmitted Honan ra pie 

ta lending policies than a situation where the banks 
have plenty of liquid assets and government securities, 
were their liquidity is great. 

Another factor in that situation, of 
course, is the extent to which the banks are committed 
to make vane at different time periods as a result 
of previous authorization of lines of credit. 

Perhaps the word "commitment" is one I should not 
use in that connection, but the extent to which they 


have given indications to their customers that lines 
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of credit are available. 

It may be, Mr. Brown, when you question 
the banks that they will be able to give a more pre- 
cise indication than I have regarding the time periods 
that are involved, but I think that that is as good 
an answer as I can give you. 

COMMISSIONER BROWN: This has happened 
two or three times in the last several years. Have 
you noticed any tendency on the part of the banks 
to be a little more ready for your actions in the sense 
of shortening up their holdings of government bonds 
so they are less affected by changes in interest rates 
in disposing of their liquid securities? 

MR. RASMINSKY: I think it is the 
case that the average turn to maturity Ap aes 
government security portfolio held by the banks 
has been shortened, which would mean that the losses 
involved as a result of having to liquidate 
Securities have been less, 

This is a consideration that, of 
course, runs counter to the normal consideration 
of the banks to want to maximize their earnings. 
Normally the yields of long-term securities are 
higher, as you know, aR those of short-term securitie ° 

COMMISSIONER BROWN: What I am getting 
at, of course, is this. Does this thereby tend to tie 
your hands a little bit and make it necessary for 
you to look towards other means of shortening this 
lag, of getting a faster reaction? In other words, 


are the banks trying to protect themselves against 


; ; “eer 
sold éeup! vO" rote (aware 1 (al YA 
\ 


Pe atte 


a 
+ c 

4 
> 


¢ 


~8iq Sto se SavVlg OF 8408 
' 


L. wane vo“ 3. pad | 


; “3 Viernes as 
ato tte" wry phi | PA Sit vVSi! Lt ie 


i 

te ns 
| | « oft stds oc Oliv yadd pena, Se 
{ 


fards bb. tee . bavievrs 


te 


i. LoOOoy 84 7 j : iG 


sy ovis geo ] a8 Sam 


{ “ . 


i. i © @ an BH Fe wu Be Te > 
P| the i) A . 
7 - + he tf ei, | aa 3 tad xa OW 
ty a4 6 w ; ‘ : 4 7 7 < Pp 
aa i 
, di tabaed ota boo STORE 
ile ~ ae 
‘ - - P ba te i - 1501 J] re fi 8 ac = 
<; ev . : < ° : > 
= ; i > J J Ai (3N,97 ton “ pel ote - : 
p ‘ 
Me aon = 
met: de ) ‘ta aget sae your ol 
- 
| 7 to, Sah aoqge th 1. 
G9 - ai tend eee 
; 
‘oss dansmiatseve 
| code cond aae 
oft ¢ cs 7s bevioval 
ed 4 ‘euld tao 
re Pe } LO'< 
} 
re = ; . ya < 4 ,_soTUa 
i 
0 Oe ai ’ we Fi ‘ NOG ads 
i 
' 


? 
Situoed oied-siodk 16 alocdd ast) {wom seg €a Tem 


{ 
| ai3) By GHead “(<9% :.. ag i ew 2h «aahieoed 7 
| | i 


) | go> vceeeposn 1 ot#h CLE iid wise, @ eden se 
re 

utils aaa. 00% i re Sei ba A ‘ S¢2y09 goat’ —s 

els 


tolvonss sS0enTs pes ‘a 
4 


Nethercut & Young ity 7578 = 


Toronto, Ontario 
1 what you might do to get them to do what you want 


2 them to do. 


3 MR. RASMINSKY: I do not believe, Mr. Bro pas 
4 that it is the shortening of government securities 
5 which reduces the impact so much of the central bank 


6 in respect of loan policies as it is the fact that 

7 the banks' total liquid assets, including govern- 

8 ment securities, may from time to time be so high 

9 that a tightening of credit conditions or an attempt 


10 on the part of the central bank to tighten credit 


11 conditions. takes place in a period where the banks 
12 are able to sell large amounts of securities, 

13 In that connection what would be 

14 involved would be the total amount of liquid assets 


15 that the banks felt that they were able to dispose 


16 of in order to finance an increased loan demand. 

17 COMMISSIONER BROWN: Yes, you refer 

18 to that in a couple of places in your submission. 
MR. RASMINSKY: Yes. Of course, 

20 anything that the banks themselves can do to increase 
21 the responsiveness of their lending policies to 

22 monetary action on the part of the central bank 


23 would, I think, be helpful to the central bank, would 


24 be helpful in producing appropriate credit conditions. 


25 COMMISSIONER BROWN: In another context 
26 you also mention in several places, and I think it 
27 Was mentioned yesterday, that international capital 
28 | flows are particularly sensitive and in, I think it 


29 | is, paragraph 25 of section 3, you make the point 


wi that Canada is probably more sensitive than almost any 


7 
gees 
oy i 


| : \ 
o p> : a : 7 
wom wt ,otelied jon ob J SREMINGAR, oF i oe 


. + a 
. et Larined add to ii Oh Sosat sm 
: rd ee, a an 
erik JOR Saw Ph. © EO.PLOG 2s 
tsiaee 
| 
ihe cane ae ae, 
~ty77e VC »4 eg: he WOO ‘ s/ = te 2 Ae yf » 
i 
rt) WU 4 Ha T ij ¥ Pe 
| +! 
~ 
{t } e ~ - ¢ Fy cy hy BO. 
| we i | 
of » 4 
1 
Mi e ‘ 
i] 
+ i 3 a 
' co wk - 
~~ { 
r 
A = hes pel 
i » : B4iN “J 
; 
: ad » (eset 
‘ 
e < zi <2 s J 
~ a 2 
“a + - 
Oo ah) A : ‘ 
| 
. = - ~ cay é d 
| 
! : ¥ 
\ arah ¢ : ’ bane = 
: 
| i : G } 7 
. + » -. d i ~~ > 4 ves bf nd 
| an a 4 o OF de . ~ ts Pee B=) a” 578 
e 
F H : - 4 2a | 4 iin bw - 
Siow VOR iLiett’ nt pe G¢ Etittfed sa ySodeis 2 ate 
37 


Eno feta goe too tS ee 4 Tio ae OX Ww , af iviqis 


SReTnoe 'OAIONB: | = a Fa OTs 


ns! poten ocala st 


a 
— 
= 
a) 
© 


| 
Peijogs, Cojoltemisyor JAcd .\.2%pagee’ enim 


T 


72 Afite j We iis aviJteiisee ‘ icine aoiiact F; ‘* 
7 aa | 


-: 


» nolsoak 
io 


Nethercut & Young a T7579 


Toronto, Ontario 


1 other country to changes in long-term rates, 

2 I was wondering if you could tell us 
3 why this was so? Have you got a theory as to why 
4 this should be so applicable to Canada? 

5 MR. RASMINSKY: I eae Mr. Brown, 
6 it is on account of our close financial relationship 
7 with the United States, the fact that so many Canadian 
8 borrowers have access to the American market and : 
9 are consequently able to regard borrowing in United 
10 States as an alternative to borrowing in Canada, or 
11 if one looks at it from the point of view of the 

12 American investor, the American investor has tended 
13 over the years to regard Canadian securities in a 

14 rather different light from other foreign securities 
15 and has been more disposed to put money up here if 

16 encouraged to do so by attractive yields, 

17 COMMISSIONER BROWN: You mentioned 

18 yesterday that a considerable part of the capital 

19 inflow, particularly in recent years, has come about, 
20 irrespective of interest rate differentials, through 
21 direct capital investment. Does this of itself 

22 produce problems from the point of view of the 

23 central bank in that it might require larger off- 

24 Setting action in interest rate differentials? 

*y MR. RASMINSKY: In the situation we 

26 are in, Mr. Brown, I should have thought that that 

27 | factor would tend to work rather in the opposite 

28 | direction. Our position for some time has been 

29| that we have had a large current deficit in our 


balance of payments which requires to be financed 
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through the inflow of capital to the extent that these 
capital inflows take forms that are independent of 
interest rate considerations, then the job remaining 
to be done by the interest rate differential in 
producing the requisite capital inflow of ey a Gal 


anything, reduced, 
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1 COMMISSIONER BROWN: I was thinking more 

2 from the point of view, if you wanted to dissuade. 

3 or Slow down capital inflow at some stage. This is 

4 probably a theoretical discussion at the moment, so 

5 perhaps it is not worth persuing. 

6 In paragraph 65 of section II you mention 

7 the relative problems of small businesses and large 

8 businesses in borrowing, and refer to the special concer 

9 that chartered banks feel in making adequate credit 

10 facilities available to small borrowers. Do you feel 
11 that the concern taken by the chartered banks is doing 
12 the job, looked at from an outsider's point of view? 
13 MR. RASMINSKY: Well, I do not suppose that 
‘14 that job will ever be done to the satisfaction of all 
ts concerned. There remains a variety of small business 
16 demands, as of other credit demands, which are not 

17 Meatisried through the banking system; and Various 


18 institutions -- including the Industrial Development 


19 Bank, which you will be examining later on =u 
20 have been established to try to meet that residual 


21 demand. I think it is the case that over the years 

22 the growth of small loans neue barking system has been 
23 quite striking. Sometime ago we asked the banks to 

24 Supply us with information, which we publish regarding 


25 their loans outstanding in various size categories, 


by 71 per cent, or 1.5 billion dollars, and large loans 


26 When one takes the period, say, from Septemben, 
27| 1956 to September, 1962, general loans, which include 
28 business loans and personal loans, increased by 2.6 
29 | billion dollars, or 63 per cent. Small loans increased 
| 
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1} by 1.1 billion dollars, or 54 per cent. Incidentally, 
2). loans in this classification, small loans, are loans 
3 under authorized limits below $100,00C, and large loans 
4); are loans under authorized limits above $100,000. These 
5 figures that I have given refer to business loans. I am 
6 sorry, the figures I have given refer to total general 
7 loans, including personal as well as business loans. 
8 I would not like to suggest, Mr. Brown, that 
9 there is no remaining gap in the financial system, as 

10 regards the provision of finance to small borrowers, but 
11 the banks have Stated that 

12 they make a ee effort to look after the requirement 
13 Saechneir Sree eee, and I believe it is the case 
14 that they have done ,So. 

\ 

15 COMMISS }ONER BROWN: Does, this mean that the 
16 pendulum has swung a little too far, perhaps, in favour 
17 of the small business loans? Is there a discriminatory 

a effect here, somewhere, in the impact of monetary policy? 
19 Mic? RASMINSEKY : «No, I..do.not..think that sis 

20 the case. I do not think that there is any discriminatidn 
21 in favour of small loans. I think that an neo Can par 
12 of the dynamic of the banking system is the desire to 

23 attract, on the part of the banks, and retain large 

24 Customers, and that involes large loans. Large 

25 borrowers, of course, have access to other sources of 

a Credit in some cases. They can have recourse to the 

a Capital market, where that waild be either impossible or 
| costly to small borrowers. But I would not want what I 
| 

29) have Said regarding the acceptance of some degree of 


vi responsibility on the part of the banking system to 
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look after the requirements of their smaller customers 
to indicate that there has been discrimination against 
the large borrowers. 

COMMISSIONER BROWN: In other words, you feel 
that things are balanced out on total, so that there 
is more or less an even impact of monetary policies on 
businesses throughout the country? 

MR. RASMINSKY: The fact that the large 
borrower has alternative sources of borrowing, where in 
many cases the small borrower does not have alternative 
Sources of borrowing, does in itself, I think, tend to 
put the small borrower at some disadvantage in obtaining 
his funds in a period of monetary restraint. 

COMMISSIONER BROWN: Following up that, in 
paragraph 66, you say: 

"If central bank operations are to have a 

relatively uniform effect throughout the 

economy, there must be a sufficient diversity 
of financial institutions which specialize in 
meeting the needs of particular categories 

of borrowers.” 

L wonder 1f you could comment on that. It 
is not quite clear to me whether this is an equivocal 
Statement in the sense that there is not now a sufficien 
diversity of financial institutions. 

MR. RASMINSKY: I do not think I can comment 
On it in great detail, Mr. Brown. I have referred to 
the fact that there have recently been some developments 
Of specialized institutions looking to the needs of smal 
borrowers. Perhaps more could be done in that direction. 


It may be that an example of what we have in mind in 
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paragraph 66 would be the provision of mortgage money. 
The fact that the government itself is so directly 
involved in providing mortgage money, I think, is prima 
facie evidence that there is a lack of specialized 
institutions for that purpose. I think that this is 
particularly true as regards the provision of mortgages 
in places outside the main centres. 

COMMISSIONER BROWN: What other types of 
financial institutions do you have in mind in this e 
paragraph? 

MR. RASMINSKY: One illustration is one I 
have suggested, institutions that would provide mortgage 
money. i am thinking now particularly of house 
mortgages in places outside of the main centres, which 
are better looked after. 

COMMISSIONER BROWN: Do I gather from this 
that you are satisfied that even though these 
institutions were not directly subject to central bank 
requirements at all, the indirect effects through the 
banking system would result in, as you say, central 
bank operations having a relatively uniform effect 
throughout the economy? 

MR. RASMINSKY: May I ask where that is 
Stated? 

COMMISSIONER BROWN: That is paragraph 66 
Still. 

MR. RASMINSKY: I am sorry, Mr. Brown, but 
Ido not quite understand the question. There are 
rigidities in the financial System and borrowers cann»t 


turn, without difficulty, from one institution to 
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another. There are rigidities affecting loans. I do 
not think that the establishment of a new type of 
institution, of a type that may be envisaged under 
paragraph 66, would change that situation. I am afraid 
I have not quite understood the point of your question, 
Mr. Brown. 

COMMISSIONER BROWN: Well, my point is this. 
You say that: 

"If central bank operations are to have a 

relatively uniform effect throughout the 

economy, there must be a sufficient diversity 
of financial institutions which specialize 

in meeting the needs of particular categories 

of borrowers." 

As I understand it, what you have said now 
is that there are rigidities, and if these other financial 
institutions were developed these rigidities would still 
exist. 

MR. RASMINSKY: As we go on to say in the 
next paragraph, Mr. Brown, this depends not only on the 
existence of institutions, but on the practices of 
institutions -- on the degree of flexibility ator 
example, in their interest rates. So, the establishment 
of a variety of institutions would not automatically 
produce evenness in the impact of monetary policy, 


though it would help. If there are institutions 
7, 


established which specialize in the provision of credit 


requirements of a certain type and do this year in, 


and year out, rather than provide credit requirements 


) of that type only in circumstances in which they are 
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relatively flush with funds, and turn the tap off 
for that particular type of credit if the situation 
tightens, then that situation constitutes an element 
of -- well, if there is a variety of institutions, then 
the impact of monetary policy is more likely to be even. 

COMMISSIONER BROWN: This is my question then, 
you are satisfied this would take place even though thes 
institutions did not come under the direct impact of 
central bank operations? 

MR. RASMINSKY: Mr. Brown, the point I was 
trying to make yesterday, which I think you may be 
referring to, is that in our judgment the fact 
that a certain group of financial intermediaries, 
called the near-banks, do not come under the fractional 
reserve system and are not required, or agree to main- 
tain certain liquic asset ratios: 4: - 
does not, in our judgment, constitute a major -Lmpediment |to 
the exercise of monetary policy. 

COMMISSIONER BROWN: That is what I wantedee 
to get on the record,in this particular context. 

MR. RASMINSKY: Yes. However, that does not 
mean that monetary policy, or the impact of monetary 
policy, or changed credit conditions, is necessarily 
even. It would not be even, I think, if you have 
regidities in interest rates and other imperfections 
in the market. It would not be even whether or not 
these institutions were members of the fractional : 
reserve system. 

COMMISSIONER BROWN: Not insofar as those 


institutions are concerned that have these rigidities. 
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1 Iwas going to discuss that point next. 
2 MR. RASMINSKY: The only point I was trying 


to establish yesterday was that the impact of a policy 


wW 


a 


of monetary restraint on the financial System is widely 


5 dispersed through the financial system, even though not 


an 


all members of the financial system are Subject to any 

7 central bank control. I was not trying to establish 

8 the point that the impact is necessarily uniform through 
9 out the financial system. 

10 . COMMISSIONER BROWN: I think we recognize 

11 that; and that is, uniform not only In“impact: butiin 


12 the speed of impact that is not uniform. 


13 MR. RASMINSKY: That may be the case too. 
14 COMMISSTONER BROWN: There may be areas that 
15 not only do not suffer from the same impact, but also 
16 those which do, and there is still a difference in 

17 lag because of the mechanics of the operation through 
18 the system. 

19 MR. RASMINSKY: Yes. Although there one 
20 would think that the impact would be fairly speedy. 

21 After all, all these institutions -- banks and near- 
banks alike -- are, as we look at it, competing for 
the deposits or the financial assets of the public; 
and one would expect that that being the case the 
transfusion or transmission of the results would be 
fairly speedy. 


COMMISSIONER BROWN: This is one of the 


28 Teasures on which we agreed earlier, but we have not 
Sot the facts as yet. 


MR. RASMINSKY: Yes, that is right. 
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COMMISSIONER BROWN: In the next paragraph, 
to which you have already referred, you talk about 
legal restrictions and institutional practices, . I 
assume that you are referring to such things as the 6 
per cent ceiling on bank interest rates, and things like 
NHA loans? 

MR, RASMINSKY: Those are among the 
institutional practices, yes, 

COMMISSIONER BROWN: This results in an 
unevenness, but it does not slow down the effect of 
smonetary policy; In fact, 1t possibly ,increases ‘it, does 
it not? 

MR. RASMINSKY: If eae thinks of the 6 per 
cent bank rate it means that monetary policy does not 
operate through a market mechanism. That eee emi Faye | 
do not get rationing , any degree of rationing through 
price, once the ceiling is reached, you get: direct 
rationing. What happens after that depends upon what 
possibilities the frustrated borrower who is rationed 
out has of raising the funds elsewhere, and the price 


that he has to pay for doing so. 
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COMMISSIONER BROWN: In another para-~ 
graph a little further a. paragraph 70, you say -- 
and this is referring to the impact of monetary 
policy on financial markets -- you say: 

"There must, however, be some limit 

to the degree of price fluctuation 

which financial markets can be 
expected to sustain ..." 
Would you like to elaborate on this, and can you 
give us any examples? 

MR. RASMINSKY: Well, I can't give 
you any historical examples, at least from our 
history, because I think the degree of price 
fluctuation that has been experienced in the prices 
of bonds has been of a magnitude within the capacity 
of financial institutions to absorb, I would not 
want to make too much of this point, but many 
financial institutions carry their securities on 
the basis of amortized cost, and this reduces the 
impact of this. 

Wide price fluctuations could, of 
course, reduce the willingness of investment dealers 
to hold inventories when prices fall and constitute 
an additional element of instability in the market, but|I 
do wt think that historically the impact on financial 
institutions ‘has in this country been a limitation 
On the use of monetary policy. 

COMMISSIONER BROWN: You make a some- 
what similar reference two paragraphs further 


On when you say: 
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1 "..it is only realistic to recognize 
2 . that credit conditions can become 

3 too extreme to be accepted by the 

4 je TAG BOS 


MR. RASMINSKY: Yes. 
COMMISSIONER BROWN: What does the 
public do? 
| MR. RASMINSKY: Well, it is not the 
public, I suppose, that does anything; it is those 
who can influence credit conditions, This is put 
forward as one of the limitations on the use of 


the monetary instruments; that the thing can be 


carried to the point -- the extremes could be 
carried to a point where the fluctuations are so 
great as to be unacceptable to public opinion. 
Now, I couldn't again be precise 
as to what that point is. I think that it may be 
that here you are in the area of conventional notions, 
that change from time to time as to what is a tolerable 
rate of interest. It may be that you get used for 
a time to one rate of interest as looking as though 
it is the upper limit, and that is acceptable and --- 
COMMISSIONER BROWN: In other words, 
what is the low interest rate and what is the high 
interest rate? 
MR, RASMINSKY: That is right; your 
ideas as to what is the acceptable, tolerable high 
or low interest rate change from time to time. Of 
course, what is acceptable -- I don't know whether 


it is dealt with in this paragraph -- but what is 
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acceptable in the field of interest rate fluctuations 
in Canada must also be affected by the range of 
fluctuations in other countries, particularly in the 
United States on account of the closeness of our 
contact with them and the importance of capital flows, 

COMMISSIONER BROWN: Do you think that 
this level has been changing? You refer elsewhere 

to the fact that the rate of interest doesn't seem 
to be taken into consideration by consumers on con- 
Sumer borrowing. Are we all getting more accustomed 
to higher rates of interest? 

MR. RASMINSKY: I don't know whether 
we are getting accustomed to them, but it is the case 
that in Canada, as in many other countries, the rates 
of interest that were regarded as normal or acceptable 
during the early post-war period were considerably 
lower , during the period 
of great liquidity in the economy, produced in part 
by the war; that these rates were considerably lower 
than the rates of interest that have prevailed in 
recent years, 

COMMISSIONER BROWN: Again talking 
in the same sort of context, you refer in paragraph 74 
to the possibility of perverse reactions in the 
markets, Is this a serious problem, or do you 
merely regard it as something which you have to 
watch carefully? Are oy thinking of the post- 

War developments in England where they tried to 


force interest rates down too far and it got to 


a point --- 
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MR. RASMINSKY: I wouldn't want to 
refer to any specific examples from other countries, 

COMMISSIONER BROWN: I made the 
rererence! 

MR. RASMINSKY: Yes, I don't think 
that this problem has arisen in Canada, but I think 
that there is enough experience in some other countries 
to warn the public authorities that they should -not 
push things too far too rapidly and expect that 
investors will at all times be Willing to go along 
with what their views are as to the appropriate rate 
of interest. 

COMMISSIONER BROWN: And does this work 
in both directions, in your Opinion; does this place 
limits on it in both directions? 

MR, RASMINSKY: Yes, it does. 

COMMISSIONER BROWN: In other words, 
you can push interest rates so high that people get 
frightened and will not go in ee almost any rate, 

MR. RASMINSKY: I think there is that 
Meeeetin, on the up-side, too, yes. 

COMMISSIONER BROWN: In our travels 
across Canada we have had several representations 
about the regional differences and that there are 
variations in credit conditions across Canada. Have 
you any comment about any rigidities in our market 
that contribute towards this? 

It seems to me that with our banking 
System funds move very readily to any point in Canada, 


Could there be rigidities that contribute towards these 
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different credit rates, different interest anos for 
relatively the same credits? 

MR. RASMINSKY: I don't think so, 
Mr. Brown; to my knowledge this is not the result 
of any rigidities in the system. I don't think 
it could be argued that the existence of national 
institutions or a branch banking system throughout 
the country acts as a discrimination against the 
outlying parts of the country. Lf anything 71 
would expect that a national System provides the 
outlying parts of the country with better access 
to credits than would be the case if they relied 
entirely on their own resources, 

COMMISSIONER BROWN: This, I think, 
is generally accepted, but we do have differences 
in interest rates in municipal securities and in 
mortgage funds. Would you care to comment on this 
A a112 

MR. RASMINSKY: I don't think I could 
make a useful comment on it. There are all: sorts 
of differences in interest rates within any 
particular region as well as between regions, and 
presumably these rates reflect the appraisal of 
investors as to the credit which is involved. 

COMMISSIONER LEMAN: May I interject 
&@ question, Mr. Brown? 

COMMISSIONER BROWN: Certainly. 

COMMISSIONER LEMAN: The way this 
came up in other cases was that some regional 


Situations took this form; people would argue that 


a 
Bs 


wit 


eh a listens stg gon or 
sn bad 'd eh T 


Lacedz’e : ‘lO sotes 


= 


‘9 , ie io 7 cr ‘ { > 
| dyotapends mecave anintusd doen! 2, FO ecto keHe f 
47. gonteas aotd actinhk*oaro & 5S atop cxaron’s 
y Sitd 6! te be ere * 
- 
oi T . t i , ong 2 
ot i 
| Cy ease 
|r wf 10 “i iG G rp -t8 oar mpi}! 
i Pc pel you = 4d . iz! ots! : ‘ 
be ~ * j =a = uh ‘Je a 
\ 
& Ewart oe 
. 
. +\t velu? Ore UT BL et 
! - 
v4 : ue iv 2208 
i Aeoness. sr by 
t 
I i) J SSa Se ‘ 
gidd, aG .7nen e soy ofees 
| : 7 TAI G rt: 
) Glues HENS ola DBA 
4 
es toss ; Lie ote ot E JAsquis tsan @ sat 
| ts ribet : wut & 4 ete TEER 
| ago bas rs 5 Re aw at, AOLRSS atuatane 


Lae csqqe 


bev fovas 


Sol tact. tye 


- 


ee aochrit saab 1 
i 


= bad 


sHMEG! SMS eee 


g% 


ites 
sole 
Pip lav, 


afar abe lwo as] ahh 


. 
i 
yet 
rae 


BY 


weteye ges as sfotgtr: Me 
stvacerd Jai Cogte ed ® yao 


3o8 


joead etd nmereet 


- ¢avott as «Not 


Nethercut & Young to 94 


Teronte, Ontario 
even if in, say, the central provinces the economy 
was under pressure in those areas, their regional 
economies were not under pressure, and would there 
be any possibility of isolating them from any 
restrictive action. That is the way it came Up. - 

MR. RASMINSKY: Yes, 

COMMISSIONER LEMAN: Do you feel that 
this is an impractical concept? 

MR. RASMINSKY: I think with a national 
currency, with a national monetary system, Mr. Leman, 
that you cannot have regional monetary policies; that 
all you can have is a general monetary policy, and 
I believe that the same conclusion was reached by 
Professor Cairncross who made a specific study of 
this subject a year or two ago, On some particular 
rates, national rates, of course, there is a complete 
absence of discrimination. The N.H.A. mortgage 
rate, for example, is uniform across the country. 

COMMISSIONER MACKINTOSH: I would like ~ 
to ask one or two questions, Mr. Rasminsky, to 
Clarify what you had to say about some of the tools 
and techniques that the bank has to carry out its 
policies, 

You indicated that there was a range 
of cash ratios authorized by statute, and my recol- 
lection is that you argued that except under unusual 
Circumstances that the variation. of the cash ratio 
by the central bank was a fairly rough type of 
instrument which might have to be used but wasn't 


for frequent use, 
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You also indicated, I think, that there was some desire 
for a revision of the formula by which the cash ratio 
was calculated. Would you be good enough to explain 
the present formula and the type of modification to it 
that you think desirable. I think it is at page 38 in 
the appendix to that section, 

MR. RASMINSKY: Yes; I was trying to see 
whether in the Submission itself we gave a description 
of the present formula, to begin with. 

The present formula requires that the banks 
maintain 8 per cent of their deposit liabilities in the 
form of balances with the Bank of Canada, or in Bank 
of Canada notes. The deposit liabilities are their 
current deposit liabilities. Their deposit liabilities 
all relate to the past period. The deposit liabilities 
are the average of their deposits and the close of 
business on the Wednesday in each of these four 
consecutive weeks ending with the last Wednesday but-~ 
one in the preceding month. That gives a past base for 
Pe ceposit liability. 

There is similarly a historical calculation 
for the same period of their till money, the actual 
notes that the banks hold in their tills. 

So, the banks know at the beginning of each 
calendar month how much they need in the form of 
deposits with the Bank of Canada in order to make up 
the required 8 per cent. That is what the present formul 
is, 

The Bank has the power, which it has never 


exercised, to vary that 8 per cent within the range of 
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1 8 to 12 per cent at certain intervals by giving a month's 
2 notice, and varying, I believe, by not more than one 

3 percentage point each month. 

4 The cash reserve requirement is the basic 

5 mechanism through which the Bank exercises a control 


6 over the total of the deposit liabilities of the 


7 banking system. This control, however, is not as 
8 precise as is sometimes thought. Sometimes in reading 
9 the papers, for example, one would get the impression 


10 in a particular week that the Bank of Canada had de- 


11 cided it was a good idea to increase the money supply 
12 by $170 million and has given the banks the necessary 
13 cash to do so in that week. That is not the way the 

14 system works in practice. The Bank does not have, nor, 
15 indeed, does it need, that degree of precision in 

16 the control of shorter period fluctuations in the 


17 total size of the banking system. 


18 There are various elements that.enter 

19 into the lack of precise control. There are various 
20 Slippages in the system. One of these slippages is 

21 the one that we have referred to earlier this morning, 
22 namely, that the amount of loans on the books of the banks 
23 at any particular time is notresponsive to the amount 
24 of cash that they have at that particular moment of 

25 time. They are the result of authorizations that 

26 the banks have made in the past which are drawn down 
a7 On the initiative of the borrowers, and they are not. 
sa immediately responsive to cash management. 

29 | Another reason for the lack of precision 


= in central bank control is that the banks do not 
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all work to the same ratio. They all, of course, have 
to achieve the ratio of 8 per cent in the course of 
any given month, but within a certain limit the banks 
have different ideas as to the cash ratio target at 
which they are aiming. 

More important, perhaps, than that is the 
fact that the banks do not work consistently to the 
Same cash ratio. Even if they did not work to different 
cash ratios but worked consistently to a given ratio, 
then allowing for changes that would take place over 
a long period of time as a result of changes in the 
relative sizes of the different banks the central bank 
would know, insofar as it lay within the power of the 
banking system, that a given degree of central bank 
cash would produce certain quantitative effects. 

The banks are required to maintain this 8 
per cent ratio not daily but on an average over a 
period of a calendar month. This averaging period 
enables the banks to run relatively low ratios in one 
part of the month, planning to recoup or to run higher 
ratios at a different time of the month and still main- 
tain the average. This means, of course, that the banks 
have a considerable element of choice as to how to 
respond at any particular moment of time to a given 
cash situation. So, the central bank never knows at 
any given moment of time what the precise response of 
the banking system will be to a given injection or a 
Siven withdrawal of cash, although, over the longer 
Period of time, since the banks have to make the 8 


per cent ratio, the Bank knows that, broadly speaking, 
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1 the banks will respond by the normal multiplier of 
2 124 per cent. The central bank has long-run control, 
3 in other words, but it does not have immediate shorter 
os run control. 
5 This looseness in the response of the 
6 banking system to cash is not a terribly serious matter 
7 from the point of view of the central bank, and if the 
8 banks did not have some elasticity in their response 
9| you could get into quite a serious situation as 
10 unexpected needs for credit arose of which the central 
11 bank was not aware and for which it had not provided 
12 the cash, or as the public withdrew cash from the 
13 banking system in the form of till money thus affecting 
14 the banks' deposits with the Bank of Canada. However, 
15 too much variability does impair the effectiveness of 
16]/ the cash reserve ratio as a control mechanism. 
17 The way the banks respond is less certain, 
18 less predictable and slower than would otherwise be 
19 the case, and consequently, the cash swings themselves, 
if one is Betti hy out to produce certain credit 
conditions, would have to be greater. 

The response of the banks is also effected 
by the distribution of cash money. If the surplus cash 
in the system tends to be concentrated in a large bank, 
for example, the system as a whole may be tighter than 
the central bank wants it to be. 

For these reasons it seems to us that it 
would be desirable for the banks to work to a consistent 
daily cash ratio. Some of them, in this respect, perform 


differently from others. The daily ratio of some banks 
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moves within a wider are or a wider range than the 
daily ratio of other banks. 

We do not have any firm, fixed ideas about 
this, but it is our tentative view that the month-long 
averaging period provides not enough incentive to the 
banking system to work to consistent cash ratios. .Lt 
provides too much time in which to recoup the short 
fall from the 8 per cent if the bank has that at the 
beginning of the month, or to make use later in the 
month of some surplus cash. accumulated earlier in the 
month. We would not want to eere a rigid system, 
but we think there is some merit in considering a some- 
what shorter averaging period than the present one of 
a calendar month. 

COMMISSIONER MACKINTOSH: Would two weeks be 
Somewhat shorter than a month? 

MR. RASMINSKY: Two weeks would be half as 
long! Yes, two weeks would, we think, provide con- 
Siderably more incentive to the banks to work to a 
consistent daily ratio. Of course, the banks, in any 
case, even if they work to a consistent daily ratio, 
Will not be able to attain it because they are not in 
complete control of this situation at all, for some 
of the reasons that I have mentioned, but they would 
come closer to it under a two-week averaging period 
than a month-long averaging period. 

| COMMISSIONER MACKINTOSH: But it would still 
be a two-week historical period? 
MR; RASMINSKY;: I think that there is merit, 


Dr. Mackintosh, in certainty, and the system of basing 
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1 the cash requirements on the figures that have already 
2 been established is one that we would not Suggest the 

3 changing. 

4 COMMISSIONER MACKINTOSH: To what extent has 
5 this problem arisen because the prescribed cash ratio 

6 is higher than the banks would probably keep if they 

7 were merely safeguarding their own liquidity. needs. 


g MR. RASMINSKY: I am not aware that Lois 


9 higher, Dr. Mackintosh. I do not know: ‘that the banks 
10 have expressed views on that as a group. I believe that 
11 the President of one of the banks has indicated that the 
12| 8 per cent ratio is one that that bank, at any rate, 
13 would regard as the right ratio. 
14 COMMISSIONER MACKINTOSH: I would infer, 
15 if they behaved somewhat differently on the later 
16 a the month than they do on the earlier 
1 | Wednesdays of the month, that they think there is 
unnecessary cash -- unnecessary from the point of view 
of the flows of their business. 

MR, RASMINSKY: In some cases they do the 
Opposite. They will have higher ratios in the early 
part of the month and lower ones at the later part of 
the month. I think the important thing is that the 
required cash ratios should not be of a character that 
would encourage the banks to hold surplus cash at all 
times because it is the ability to use the surplus over 
the ratio that is one of the factors that produces the 
unpredictability in the system. 

COMMISSIONER MACKINTOSH: I take it that wht 


you depend on there is the inate disposition to hold 
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earning rather than non-earning assets? 

‘MR. RASMINSKY: That is quite right. 

COMMISSIONER MACKINTOSH: This is one of the 
factors that you can depend upon. 

MR. RASMINSKY: Yes, 

COMMISSIONER MACKINTOSH: To what extent is 
the operation of this system affected by the fact that 
we have very few banks, some of them being very large? 
You indicated one instance where one of the very large 
banks had surplus cash and when the others might be 
a bit short. 

MR. RASMINSKY : Yes, we did refer to this 
in our submission. The fact that there are few banks 
does create the possibility that if they act in unison 
they could add to their assets without any encouragement 


from the cash side, and without fear of cash drain or 


4 


with a large number of banks 
too much cash drain. In a unit banking system Mo single 


bank -- any single bank that takes the initiative in 
adding substantial amounts to its assets -- is likeiy 
through the clearings to be faced with a loss of funds. 
In our system where a few banks constitute the greater 
bulk of the banking system the chances that the banking 
System as a whole will, for example, at the time of a 
new issue of Securities, take the initiative in adding 
considerable amounts to their portfolios, or be faced 
With a surge of loan demand -- the chances of that 
happening are greater than they would be if the system 
Were not as highly concentrated as it is. 

This means, of course, to the extent that 


that happens, that the central bank is confronted later 
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with the elternative of providing the cash necessary 

to support the increased level of bank deposits resultin 
from this action, or, alternatively, of not providing 
the cash to support it and, therefore, creating a 
Situation in which the banking system as dvwhowe has 


to dispose of assets. 


Nethercut & Young 


Teronte, Ontario ese 
COMMISSIONER MACKINTOSH: I wonder if you 

could clear my mind a little on what the difficulty or 

undesirable features of the latter course of action 

would be? 

MR. RASMINSKY: The undesirable part ofrit, 

Dr. Mackintosh, is the risk that it would create instabil- 
ity in security markets. In the latter case, if the 
central bank feels that the expansion in the monetary 
System has gone beyond the point that it considers 
appropriate and it forces the banks to give up the 
securities they have acquired, or Something else for 

that reason, then non-bank buyers have to be found for 
these securities, and that may affect the level of 
Security prices. Of course, the central bank would have 
the alternative at the time, if it knew that this were 
happening and if it did not like it, of selling securities 
into the market itself. 

COMMISSIONER MACKINTOSH: Yes. 

MR, RASMINSKY: In many cases that is not 
really a practical alternative, for this is likely: to 
happen at teatine of a new issue when the central bank 
may feel certain inhibitions about appearing in the 
market as the seller of services -- 

COMMISSIONER MACKINTOSH: Perhaps some conflic 
of interest? 

MR. RASMINSKY: Or some feeling of respon- 
sibility, shall we say? Of course, we are not certain 
a8 to what is happening at the time of a new issue. 

We receive reports from our contacts in the market as 


to how the issue is going and who is buying it, but we 
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do not know until perhaps a week or two later, 
in fact, perhaps three weeks-after the delivery of the 
issue. when the dust has cleared away, just how much 
buying of this type there has been. 


--- Short recess, 


COMMISSIONER MACKINTOSH: I should like to 
pursue just a step further the points we were discussing, 
Mr. Rasminsky, before the recess. As the agent for the 
issuer,would not the Bank of Canada know pretty well 
through the issuing period what the banks were acquiring 
by way of securities? 

MR. RASMINSKY: We get no direct information 
on that, Dr. Mackintosh. Such information as we have 
is obtained on a non-organized basis. The Bank is in 
continuous contact with the elements in the investment 
market, the investment dealers who handle the new issue, 
and of course we have contacts with the banks as well. 
We get an impression from them as to who is buying the 
Securities that are offered, bank or non-bank investors; 

COMMISSIONER MACKINTOSH: Do the banks buy 
through investment dealers? 

MR. RASMINSKY: Yes. As a matter of fact, 
the bulk of the chartered banks! purchases of a new issu 
for investment account are obtained in that way, through 
investment dealers. 

COMMISSIONER oneee To the degree that 
you have knowledge or impressions, arrangements could be 
made for transfer of government deposits that would 


counteract this, would it not? 
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MR. RASMINSKY: The transfer of government 
deposits is one of the techniques that is open to the 
Bank to affect the cash position of the chartered 
banking system but your Suggestion is that if we wanted 
to create a discouraging cash Situation, it would be 
open for us to do so through the transfer of government fy 
deposits instead of selling securities? 
: COMMISSIONER MACKINTOSH: If you wanted to 
anticipate the dilemma of which you spoke earlier, pro- 
vided you thought it important to do SO, this might be 
one way. 

MR. RASMINSKY: That would be a technique 
for tightening the banking system if we wished to do so, 
yes; but the range of uncertainty in this matter as to 
where the securities are going at any particular time 
is considerable, and in the ordinary course of events 
at the time of a new government issue the central bank 
would not ant to create a tight bank cash situation 
which could fan out and affect the whole reception of 
the new issue, 

COMMISSIONER MACKINTOSH: This is, I take it, 
where you have what you referred to as a conflict of 
responsibility? 

MR. RASMINSKY: I did not refer to a conflict 
of responsibility. 

COMMISSIONER MACKINTOSH: I referred to the 
conflict -- 

MR. RASMINSKY: And I referred to the 
responsibility. 


COMMISSIONER MACKINTOSH: Yes, and you referre 
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to the responsibility. 

COMMISSIONER BROWN: May I pursue this with 
one or two small points? 

COMMISSIONER MACKINTOSH: Yes. 

COMMISSIONER BROWN: Once the bond issue has 
been delivered, you presumably know then what the 
situation is? 

MR. RASMINSKY: When the bond issue has been 
delivered we would see from the weekly reports that we 
obtain on-bank assets and liabilities as of Wednesday 
night, what the changes in each banks portfioido- oF 
government securities have been. We would not even 
at that stage have any specific knowledge as to how much 

of the new issue had been bought by the banks ,and 
the changes in its portfolio would be affected by that 
but would also be affected by any other sales of 
securities that it made, for example, to make room for 
the new issue, or any other purchases of securities that 
had been made, 

One of the elements in the figures we get 
as of Wednesday night is the new issue which has been 
delivered as of Wednesday night. I believe arrangements 
are made from time to time by banks as well as other 
investors to take delayed delivery of securities. 

COMMISSIONER BROWN: And the new cash 
requirement does not take place until the next month? 
MR. RASMINSKY: That is right. 

COMMISSIONER BROWN: So there is a period 


in there in which you could start to make some motions 


indicating that you were not very happy about this? 
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MR. RASMINSKY: Oh, yes, the Bank is 
certainly not powerless, If the trend of bank assets 
or the trend of ~ deposit. liabilities of the banking 
system is one which is displeasing to the central bank, 
the bank is not required to wait until the following 
month in order to counteract that, but the point, if I 

\ may put it this way, of the shorter ence would be 
to reduce the necessity of action and counter-action 
to try to produce a smoother situation as the result 
of chartered bank response to the cash position, without 
making it necessary for the central banks from time to 
time vigorously to take offsetting action to deal with 
the situation that it does not like. 

COMMISSIONER BROWN: Has the Bank ever got 
to the point of suggesting to banks on a new issue that 
they do not wish them to acquire this new issue, and, 
to the extent their holdings of government bonds go up, 
they will reduce their government deposits? 

MR. RASMINSKY: No, not to my knowledge, Mr. 
Brown. 

COMMISSIONER BROWN: Would this be a feasible 
way of discouraging them from participating beyond your 
wishes? 

MR. RASMINSKY: I suppose it would be feasible. 
My preference in this, as in other things, is to operate 
aS impersonally as possible through the process of cash 
management without specific requests, but I would not 
Pule myself out from making specific requests if the 
Circumstances seemed to warrant it. 


COMMISSIONER BROWN: And if somebody 13 doing 
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something which you do not like Specifically, it does 
seem to me that you might make an approach which had 

a specific impact. Let me ONE it this way, it seems 
to me that you might consider making an approach which 
had a specific impact. 

MR. RASMINSKY: I would not argue against 
that proposition, Mr. Brown. 

COMMISSIONER BROWN: That is all I wish to as 
at this point. 

COMMISSIONER MACKINTOSH: I should like to 
ask some further questions concerning the liquid asset 
ratio established by agreement. Just as I inferred that 
some of the banks at least, to qualify it properly, hold 
more cash than they would feel necessary for the carryin 
on of their business, I presume the liquid asset ratio 
requires again at least some of the banks to carry more 
of the assets defined within that ratio than they would 
at all times ordinarily wish to carry; in other words, 
it is forcing them to carry not only more liquid but, 
Somewhat, assets with lesser earning capacity than they 
might wish to carry, and it is the pressure against that 
which gives a measure of control. 

I think you have suggested somewhere that 
you saw possibilities of useful action by varying that 
liquid asset ratio. 

MR. RASMINSKY: I do not think, Dr. Mackintosh, 
a necessary effect of the liquid asset ratio is to 
force the banks to carry more licuid assets than they 
would at all times. 


COMMISSIONER MACKINTOSH: I did not say ‘at 
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all times. ™: 


MR. RASMINSKY: I am sorry. 


COMMISSIONER MACKINTOSH: That there are 
sufficient occasions, I mean, if they want to carry’ — 
more than 15 per cent, your rule is not any good. 

MR. RASMINSKY: Then it is not effective. 

COMMISSIONER MACKINTOSH: It is not effective 

MR. RASMINSKY: It does not influence their 
behaviour. 

COMMISSIONER MACKINTOSH: So, I presume that 
your rule must frequently bring them up a little? 

mR. RASMINSKY: What the liquid asset ratio 
basically is intended to do is to introduce a greater 
element of both gradualness and predictability in the 
response of the chartered banks to 4 tightening monetary 
Situation as regards their loan policy. 

As I indicated before, the experience seems 
to be that the response of the banks in their lending 
policies to a tightening situation is Slow, and the 
banks are much more inclined to use up their liquid 
assets, They are more inclined to do that than they 
aré to change their lending policies. I think it 
tends to be only when their holdings of government 
Securities and liquid assets are quite low that they 
feel impelled to institute major changes in lending 
policies, 

The banks have difficulties, which I 
appreciate, in making major changes in lending policies, 
@ifficulties that arise in part from the very..limit= 
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and the difficulties of communication. 

A moment ago when I referred to banks making 
major changes in lending policies, I meant to say "makin 
gradual changes in lending policies". It is easier for 
them to make major changes by communicating different 
instructions to their branches than it is to make 
gradual changes to alter their standards of credit- 


worthiness, for example. 
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1 The fact that banks tend to operate 

2 this way, by selling government securities 

3 and disposing of liquid assets, is not, in my 

4 judgment, a major obstacle to the operation of 

5 monetary policy, because as they sell government 

6 securities and dispose of liquid assets in a time 

7 of strong loan demand and in a situation where the 

8 central bank is keeping the lid on things and is 

Ee not providing them with additional resources to meet 
10 the loan demand, their sales of government securities 
11 naturally have an impact on the prices of government 
12 securities. They tend to push down the prices 

13 of government securities and to push up yields, 

14 In other words, they tend to tighten credit conditions, 
15 to make credit conditions more restrictive, which 

16 from the point of view of the central bank, in the 
17 Situation that we are discussing, is the object 

18 of the exercise, So that I do not regard this 

19 reaction, this slow responsiveness of banks! 

20 lending policies as a major impediment in the 

21 execution of monetary policy. I think that the 

22 fixed liquid asset ratio -- which, I would presume, 
23 is not very substantially at any rate above what 

24 the banks would in any case wish to maintain -- is 
25 Capable of performing a useful service, a useful 

26 function, by creating a situation where the banks 

27 would be more inclined to make somewhat more gradual 
28 | changes in their lending policies and avoid the 

29) necessity of a severe change later. 


ut On the variability of the liquid asset 
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ratio, I would regard this as a weapon which should 
be distinctly regarded as Supplementary to, and by 
no means a substitute for, the normal techniques 
used by the central bank: to affect the cash enti 

Secondly, I would regard this as a 

device to be used only in exceptional, in very ex- 
ceptional circumstances, The nature of the exceptiona 
circumstances would be, IL think, this, that you had 
a situation where the central bank felt that it was 


necessary to bring a more immediate impact to bear 


on the banks' lending policies than could be done 


through the ordinary processes of cash management. 


That would be a situation where two circumstances 
would have to be present: one, that there was a 
Strong inflationary impetus in the economy resulting 
in a very strong demand for bank loans; and, two, 
where the banking system was extremely liquid and 
ae therefore, a long period of time would, 

if one relied on the ordinary process of cash 
Management, have to elapse before there was any 

effect on the banks' lending policies. This 
Situation could arise, for eects if there was 

a sudden influx of foreign exchange --I am thinking 
back to the 1950 situation -- or if, for one reason 
or another, government requirements for other 
purposes turned out to be very large and the central 
bank had to facilitate their financing. in a 
Situation of this sort, then, it seems to me to 

be worth considering whether it would not be desirable 


for the central bank here to have power similar to 
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1 the power that the central bank in many other countries 
2 has, of ake some of this excess liquidity 
3 and temporarily taking it away from the banking 
4 system. In a sense we already have that power, 
5 in the power to vary the cash reserve ratio, but 
6 there are certain limitations on the use of that 
7 power. That is a very strong power because it 
8 means, in effect, that you require the banking 
9 ‘system to make an interest-free deposit with you; 
10 and it is worth considering, we think, whether it 
11 would not be worthwhile giving the central bank 
12 the power to impound liquidity without this type 
13 of consideration in mind. 
14 I would like to repeat that such a 
15 power, if given, should be regarded as a most 
16 exceptional power, or one to be used only in the 
17 most exceptional circumstances, and to be used 
18 very sparingly. Of course, such a power would 
19 discriminate against the banks as compared to other 
20 institutions, The usefulness of the power, whether 
21 it is worth having or not, essentially depends on 
22 the imperfections of the market, because if it does 
23 have an effect on influencing ' © bank loans, by 
24 taking resources away from the banks you will 
25 not have accomplished a great deal if the person © 
26 turned away from the bank turns up somewhere else 
27) and gets his money. There are problems of equity 
| 
28 | involved in that too, So I would think of this 
29| power as an exceptional one, to be used only in extra- 


| 5 
20 Ordinary circumstances and to be used only for 
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Toronto, Ontaric 
limited periods of time, 

COMMISSIONER MACKINTOSH: I take it, 
essentially, an action of this type would permit 
the banks to avoid, or require them to avoid, going 
through the market steps that would have to be gone 
through if you operate directly through the cash 
ratio. That is to say, I assume that they would 
liquidate securities and your control would become 
effective at the point where the probable losses 
inhibited them from liquidating further, ‘Is not 
that roughly right? 

MR. RASMINSKY: I think the essential 
difference between this power and the power that 
we now have is that if we exercised the power that 
we now have to vary the cash reserve requirements, 
then the banks would have to get the additional 
cash they needed by selling the liquid assets to 
us; and a variable ratio enables them to retain 
Ownership of the liquid assets, but sterilizes or 
immobilizes them. 

COMMISSIONER MACKINTOSH: There is 
also this difference -- and I am not sure it is 
an important difference, but to the degree that 
they did liquidate in response to your action, 
they would have to take their securities off a 
higher yield shelf to do so, if you have impounded 
the more liquid assets. 

MR, RASMINSKY: That is right. By 
immobilizing the shorter term securities it would 


mean that to the extent the banks: continued ‘to 


) : Va : 
: Paes ¥ i ad 
or ys ono DS, 


vans 


Tt ‘ feommtanidt raat 


i ae “pinew wiped eae SD 2 noneéH tah 7 
, ae We} a 
pare rots! ox mots erties t gq.  Wleve a3 anes 


bLUGA tat atisnhh rewisna oid 


, Sf OY SVBN 


: par. eno debotay Cbtoe tsb HsBtS Qo 


JO. = ferent antvebispss not meng 


| Ptrigis cet my 


42d xowoc one Bre aSeKeq iin gpawiad s5nmste 

. % sug To" (ate oer ’ i ry ars 1 [ w ses at vat won hs | 
rh 

' Sereno Llvenr ast cess aff Yesv oF sven wor ; 
; > RE? « 
H ison ode J 5 5) aved DEW otkad adg ons 
24) Dtup. a4 agtizes yd beeseon [607 Ram 

Py ; 7 mP 
ainsy a baa Tey 


} 7 
; 

er f é 
“> HOSTLictGsd -+¢ ,udSaes bire ki ea “Vo. gi satsn 7 


- 

fi 

] 

¥ 

> 

how 

t. 
' 

~- 

G 

by 


| | mod? seatildon, 
om v iL * “ae id L fi + iM, HEM 3 Is = x MoD _ 


4 pes OS nix ge Tobes' ~< S$qete ib eing ORe 
oe : oar 


ue 
a 
& 


: 507. s23eb oot oe dud’ .e6necSTEL6 tnetTOqMe f 
arch nOlIos woy ey. s8soyss? o tebimpse brh te 
‘g "We “deltiusses tory eet oF eved BIVOW ® 


“iw Bawn mn gear dey BE. ck. oP oF Lishe wopeth 


ij | 


: aieaes bapet 


A vlgs eh akin (ito i” 
© aie, watsuenaan 


Nethercut & Young - 7615 - 


Teronte, Ontario 

liquidate securities in the market there would be 
more pain involved, | 

COMMISSIONER MACKINTOSH: There is 
another thing that interests me, which I am not 
sure I can state very well, Chartered banks have 
limited privileges of borrowing — the Bank of 
Canada -- initially at bank rate and, I understand, 
at penalty rate later on, My impression is that 
the quotas for their first loans, so to speak, are 
pretty small in terms of the size of the institutions, 
and the general attitude is pretty discouraging 
towards this sort of borrowing. Would not there 
be an element of greater smoothness if they were 
permitted to borrow somewhat more and for a some- 
what longer period than a week -- that is, shall we 
Say, a period that would permit them to set. in 
motion the kind of restrictions you wanted, and 
then go on to a discouraging penalty rate such as 
was thought to be desirable? in other wordsj nit 
the banks, subject to pressures from the central 
bank, were enabled to get some temporary relief 
through borrowing from the central bank in larger 
and somewhat longer terms than at present, and 
then the central bank squeezed them out of that 
Position by later penalty rates, would not this take 
the edge off some of the abruptness or disorganization 
Which may follow drastic operation cn their cash 
Tatio? I am afraid I am asking you to clear up 
something in my own mind rather than to comment on 
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Toronto, Ontario 

MR. RASMINSKY: It is an interesting 
line of inquiry, Dr, Mackintosh, The banking Mecns 
of different countries Operate on the basis of 
different traditions with regard to central bank 
borrowing. Here the tradition has never been that 
borrowing from the central bank Should be regarded 
as a normal source of cash to the banking system, 
Our normal way of providing cash to the banking system 
is through open market operations, However, indi- 
vidual banks may be faced with quite unexpected drains 
on their cash reserves which require access to ready 
cash, and the central bank has established for each 
bank a line of credit, In the aggregate those lines 
of credit amount to a sizable figure, The line 
of credit for each bank is a measure of its auto- 
matic access to bank credit at the bank raves Ly 
iS not a measure of its total access to central 
bank credit. The banks use their lines of credit 
with us relatively infrequently. The basic idea, 
Or one of the basic ideas of establishing a quota, 
a line of credit for each bank, is to enable our 
agents in Toronto and Montreal to deal with applications 
for credit without need to refer to head office, 
There have been some cases where larger amounts have 
been requested, I know of no case where an amount 
in excess of the line of credit established for 
any particular bank has been requested and has been 
refused by the central bank, So that the line of 
eredit should not be regarded as a ceiling on the 


access of the commercial banks. 
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Toronto, Ontario 

COMMISSIONER MACKINTOSH: Would that 
loan in excess of the line of credit, it being an 
initial loan, be at bank rate? 

MR. RASMINSKY: No, I was going to 
come to that, Dr. Mackintosh... I know of no case 
where a request for an additional credit over and 
above that has been refused, 

The system has been in force for some 
years of charging a higher rate than the bank rate 
on a second application for credit in the course 
of any given month. The theory of that system is 
that the central bank does not regard access to 
central bank credit as a normal method for a bank 
to adjust its cash position, The central bank 
regards the normal method for any bank to correct 
its cash position as being to dispose of money market 
assets by selling short treasury bills or short- 
term government securities or calling day loans 
from the money market. Consequently, the use of 
central bank credit early in the month is, though 
permitted to a bank, rather surprising to the 


central bank, 
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Terente, Ontario Abbe 
The central bank would normally expect that early 
in the month, if the bank is running into a cash 
adverse clearings and a cash shortage, it would have 
used what we have regarded as the normal method of 
adjusting its position, and consequently this is 
the theory under which the second bite at the cherry 
is charged for at a somewhat higher price than the 
first pita: 

Well, this leaves open another 
difference that exists and about which comment is 
made from time to time, between our treatment of 
central bank advances on the one hand and advances 
made directly to the money market on the other hand 
through the purchase and resale agreements that we 
enter into with money market dealers, 

In the case of advances to the 
chartered banks, these are made for a minimum period 
of seven days, and the banks are charged interest 
for the full seven days. The case has not arisen 
to my knowledge of a bank wanting to repay after 
three days and still pay the seven day interest, 
but as the system is set up the banks would have to 
pay seven days" interest the moment they take 
an advance from the Bank of Canada. 

COMMISSIONER MACKINTOSH: Another 
instance that would wring the heartstrings of any 
banker! 

MR, RASMINSKY: Whereas in the case 
of money market dealers, the money market dealers 


can come in and out and are not limited to having 
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= YOLgA 


to pay interest for any minimum period of estes 
which does mean that they are in a sense in a better 
position; they can get central bank credit at less 
cost than the banks, This in turn again then re- 
flects the view that we have, that the normal way 
of disposing of the surplus cash in the banking 
system is through the money market, and that the 
normal way of covering cash deficiencies for any 
bank 1s through the money market, it is’ for this 
‘reason that the system is given this bias that it 
has. 

I think there is one other thing I 
would like to say on this question, Dr. Mackintosh, 
You indicated that it might be desirable for the 
limits of the banks to be higher than they are 
now, and I would not like to suggest that I would 
have a closed mind if a good case could be made, 

COMMISSIONER MACKINTOSH: Is it proper 
to ask what the maximum is? I don't mean for 
individual banks. | 

MR, RASMINSKY: Dr. Mackintosh, if 
it were agreeable to the Chairman and to yourself 
I would be glad to give information regarding the 
aggregate credit limits of the central bank, both 
to the commercial banks and to the money market 
dealers to the Commission on a confidential basis, 

COMMISSIONER MACKINTOSH: That would 
be quite adequate. The only point that sticks 
in my mind is a period when, because of the 


difficulties you have explained, or the deficiencies 
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Toronto, Ontario 
in the cash ratio formula, if in a period of tight 
money the banks did get some of their cash by 
borrowing from the central bank, would you have 
Some power in the information as to what the degree 
of cash stringency was in the system? That would 
be right there telling you, is that correct? 

MR, RASMINSKY: Well, Dr. udekineeste 
before I comment on that, I wonder if I could go back 
and complete what I meant to say before? 

COMMISSIONER MACKINTOSH: arate 

MR. RASMINSKY: The aggregate limits 
of access to central bank credit of the chartered 
banks and the money market dealers amounts to 
quite a considerable sum. With regard to these 
credits the initiative in expanding central bank 
credit lies outside the hands of the central bank; 
the initiative lies with others. There is, there- 
fore, I think an understandable reluctance on the 
part of the central bank to be too open-handed about 
expanding these limits. 

It is perfectly true that as central 
bank credit comes into play that this in itself 
lends to create a tight situation pete the central 
bank credit has to be repaid and the bank that owes 
the central bank the money has to get the cash 
Somewhere from the money market dealer in order to 
do it, but I think it is understandable that there 
Should be some regard on the part of the central 
bank to the automatic access that it provides to 


central bank credit. 
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1 COMMISSIONER MACKINTOSH: You can be 

2 more open-handed, but to get the hands of the chartered 

3 banks in the position where they could twist them, 

4 they would really be borrowers from you when you 

5 know pretty well what their cash stringency was. 

6 MR. RASMINSKY: Well, there are 

7 occasions, of course, in which the cash policy 

8 followed is one that results -- and sometimes 
credit: 

9 deliberately -- in central bank /coming into play. 

10 A central bank really doesn't have 

11 difficulty in producing whatever degree of cash 

12 stringency it wishes to do at any particular moment 

13 of time and the central bank is, broadly speaking, 

14 aware of how the banks feel about cash, whether 

15 the banks feel tight or otherwise, and whether the 

16 system is tight or Hos So eae as that I wouldn't 

17 regard -- in reply to your question -- I wouldn't 


regard more frequent access on the part of the 
banking system to the central bank for phegs vad 
a valuable addition to the information available 
to the central bank. | 
COMMISSIONER MACKINTOSH: Well, that 
answers my question fully. L. think that is all 
I have, Mr. Chairman. I might return to one or 
two things later. 
COMMISSIONER LEMAN: Just one detail 
to complete what Dr. Mackintosh was talking about 
there, 


Do you feel there is a relationship 


between the cash ratio formula, if it were tightened, 
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and this business of access to the central ae if 
you tightened the cash ratio formula to offset this 
a little bit by some forms of easier access to the 
central bank? 
| MR. RASMINSKY: Of course, ne have 

had no experience, as you know, Mr. Leman, with 
tightening the formula, for the central bank to 
require the commercial banks, the chartered banks, 
to increase their cash reserves with it, and. then 
provide part of the money required to effect that 
increase, These would seem, on the face of it, to 
be factors that were working in a direction opposite 
to each other, It might be that if an increase 
in the cash requirements -- I am told that I have 
misunderstood your question... 

COMMISSIONER MACKINTOSH: It is 
Simply tightening up the formula, 

MR. RASMINSKY: I beg your pardon, 
You mean, shortening the averaging period? 

COMMISSIONER LEMAN: Right. 

MR, RASMINSKY: I beg your pardon; I 
thought you were talking of the use of the power 
to vary the cash reserve requirements. 

COMMISSIONER LEMAN: Oh no, 

MR. RASMINSKY: No. I think I would 
Say in reply to that that if it turned out in 
actual practice that a shortening of the reserve 
period required much more frequent access to central 
bank credit on a continuous basis, then a shortening 


Of the period would not have been a very successful 
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Terente, Ontario 
undertaking because it would have meant that it had 
nou, in fact, accomplished what it had set out to do, 
namely, to induce a more continuous action on the 
part of the banks to use tneir surplus cash to ac- 
quire money market assets and to adjust cash deficien- 
cies by operating through the money market. It 
might be, of course, that as one was moving from 
one system to the other on a transitional basis 
that the shortening ae icomas could produce more 
frequent access to central bank credit. 

COMMISSIONER MACKINTOSH: Logically, 
disregarding practical difficulties, it would 
substitute for the uncertain and immediately unknown 
slippage, a controlled and known Slippage; that is 
to say, the-alternatives to the slippage would be 
access to the central bank? 

MR. RASMINSKY: But the slippage 
would remain. 

COMMISSIONER MACKINTOSH: There would 
be slippage, but it would be controlled and known 
and subject to your increasing penalty rates and 
you would know exactly who the people were who 
were slipping$ 

COMMISSIONER LEMAN: That was the 
point of my inquiry. 

COMMISSIONER BROWN: May I ask a 
few questions in further -- have you finished, 

Mr. Leman? 
COMMISSIONER LEMAN: Yes, on this 


point I have. 
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COMMISSIONER BROWN: I was wondering, 
Mr. Rasminsky, in your comments yesterday you 
referred to various possible changes in the method 
of handling this question of cash ratios and you 
mentioned one this morning, namely, doing it on 
a two-week basis as far as cash requirements are 
concerned, I assume this is based still on the 
average of the same four Wednesdays that exist at 
present? 

MR, RASMINSKY: We haven't really 
worked out the details of this, Mr, Brown; we don't 
have any definite proposal to put before the 
Commission for consideration. 

The thought would be that it would 
be based upon historical figures or past figures 
on deposit liabilities. I think that these 
past figures on deposit liabilities would be the 
most recent period that you could get, but not 
exactly the same period as you use under the present 
formula, 

COMMISSIONER BROWN: I wonder if you 
would give us the benefit of your comments on one 
or two other possibilities that have been suggested, 
and let us deal with the extreme first, and that 
is that there be no legal requirements. 

MR. RASMINSKY: No legal require- 
ments, I would not approve of that. 

COMMISSIONER BROWN: Well, let us 
€0 further and say why not? 


MR. RASMINSKY: I think that I would 
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regard the legal requirements as a really essential 
element in the control of the banking ay mica 

If there were no legal requirements 
the banks, of course, would maintain a certain cash 
ratio anyway, because most of what they maintain 
under the legal requirement is -- I don't know 
whether I should say "most", but a large part of 
it is necessary to meet clearing balances, so would 
be available anyway. 

If there were no legal requirements, 
then the response of the banking system to the 
cash management of the central bank would be 
completely unpredictable and possibly very slow. 
Now, in theory the central bank can work against 
that if RS Sent like what the banks are doing; 
if it doesn't like the response it is getting to 
the amount of cash that it has decided to make 
available, . then it can either put more cash 
in to ©9ax\ the banks to do something with the 
money, or take cash Ries out in principle the 
central bank prefers to minimize its own operations 
in the market and prefers not to be a very large 
Ssellerofi securities at one time and 4a very large 
buyer at another, and I think that this is the 
elaboration of the negative reply. 

| COMMISSIONER MACKINTOSH: You really 

would be relying on a conditioned reflec on the part 
of the bank that had inadequately been built up -- 
no legal requirement at all -- just assuming that 


they made a natural response. 
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COMMISSIONER BROWN: I suppose -- 
COMMISSIONER MACKINTOSH: It has worked 
in some countries where there was a very strong 
tradition of some ratio, 
MR. RASMINSKY: That is right. One 
of the most stable cash ratios of any of them is 
the cash ratio maintained in the British banking 
system where there is no legal requirement, 
COMMISSIONER MACKINTOSH: It is a 
kind of a conditioned reflex. 
COMMISSIONR BROWN: How about another 
possibility that has been put forward, and that 
is that you ignore till money and look only at 
the reserve held in the central bank and presumably 
on a lower percentage .basis, say, five or six 


per cent, but ignore the till money consideration, 
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MR. RASMINSKY: It would seem to me, Mr. 


Brown, that the till money is put in on an historical 
basis like the deposit liability, so that the Bank knows 
what the till money is. The till money consideration is 
relevant, it seems to me, in connection with this range 
of problems in this way, that one of the unfavourable 
elements of the month-long averaging period is the fact 
that it introduces quite large discontinuities in the 
bank's deposit requirements with the Bank of Canada 

from one month to another reflecting the changes in 
deposits which naturally, as one would expect, are 
larger over a four-week period than over a shorter 
period. 

One of the favourable consequences, therefore, 
of shortening .the period would be a Pee in the 
magnitude of the abrupt changes from one month to 
another. 

The reason why such abrupt changes are a 
bad thing is on account of the uncertainties that they 
introduce as to whether the central bank is going to 
validate what has taken place in the previous month 
by providing the additional cash required, or whether 
it is going to take the additional cash away 

and force the banks to adjust through 
disposing of money market assets; and similarly if 
there is a surplus of cash drawn out, whether it is 
going to leave a surplus of cash in the system or take 
it away. This introduces elements of uncertainty and 
instability into the system, which would be reduced 


if the discontinuities were less. 
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That is one source of discontinuity, but 
there are other sources, and one of those is the one 
you have referred to, namely, the large variations in 
the banks' holdings of till money that take place from 
time to time that affect their cash requirements. 
Another source of discontinuity is the very large 
variations in float that take place from month to month. 

It seems to me that all of these things -- 
the till money side and the float side -- are things 
also worth looking at to see whether one could improve 
on the present arrangements in order to reduce the 
abruptness in the change in cash requirements from one 
month to another. 

COMMISSIONER BROWN: Another possibility 
that has been suggested is with respect to the question 
of having two percentage ratios -- one based on current 
deposits and the other based on savings deposits, with 
the ratio relevant to Savings deposits computed in 
relation to the basic amount of savings deposits on 
which interest is paid by the chartered banks. This 
would add complications to the computation of the 
reserve requirements. Are there other problems 
involved? 

MR. RASMINSKY: I do not think that such 
@ cash ratio system based on differential requirements 
against demand deposits and savings deposits is an 
impossible system. Clearly it is not an impossible 
System because the Americans have a similar system, 

although the time deposits, which in their case 


attract a lower rate of reserve requirements, are not, 
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as I understand it, chequing accounts as Savings 
deposits here are. In their case I think I am right 
in saying that the aggregate cash reserve requirement 
against their total deposits, as they are presently 
composed, runs at about 9 per cent in actual fact of 
their total deposits. 

I do not see any merit in going from the 
present system to one which introduces the complication 
of differential rates between demand deposits and 
savings accounts. 

COMMISSIONER BROWN: oe your discussion of 
liquidity reserves you did not mention whether you 
consider the change to a shorter period should be 
applicable to them as well as cash reserves. Was this 
in your mind? 

MR. RASMINSKY: No, it was not, Mr. Brown. 

I do not think that the same problems of responsiveness 
and predictability arise in relation to secondary 
reserves as they do to the primary cash reserves wesc L 
would not have in the mind suggesting that a shorter 
period should be applied to the liquid asset ratio. 

COMMISSIONER BROWN: So that the 15 
per cent would apply over the month ? 

MR. RASMINSKY: Yes, that is a monthly 
average, 

COMMISSIONER BROWN: Then, on the suggestion 
that you it forward the 15 per cent would apply on 
the monthly average, and the 8 per cent would apply 
in a shorter period? 


MR. RASMINSKY: Yes. 
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COMMISSIONER BROWN: Now, all these have 
been with reference to Canadian deposits. Have you 
any comments on the question of a ratio with respect 
to external deposits or foreign deposits? 

MR. RASMINSKY: I have no extended comments 
that I want to make on that subject. The foreign 
currency business of the banks, as you know, has 
increased a great deal in the last few years. The cash 
reserve and the liquid asset requirements that we have 
referred to relate exclusively to the Canadian dollar 
liabilities of the banks. Of course, if the foreign 
currency liabilities are on the books of foreign 
offices of the Canadian banks they may be subject to 
local liquidity requirements, but in many cases they 
are on the books of Canadian branches and in that case 
there are no such requirements. 

| Nearly all of the increase that has taken 
place in foreign currency liabilities in recent years 
has been domiziled on the books of Canadian branches, 
and I guess a major factor has been the keen competition 
between Canadian banks and other banks in the rates of 


interest paid on foreign currency deposits. 


In the case of some foreign banks, parti- 
Cularly the United States banks, they have been subject 
to some statutory limitations on these rates, and this 
no doubt has been a factor accounting -- those 
limitations have recently been liberalized; they can 
be higher rates -- for the success of the Canadian banks 


in building up their foreign deposits. 
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It may, therefore, be that the need to main- 
tain liquid assets against foreign liabilities is greate 
to the extent that they have had unusaally favourable 
competitive circumstances, and their relatively favourable 
position may have been reduced as a result of the 
increased ability of the American banks to compete for 
these deposits. 

These statistics that we have of the foreign 
currency assets and liabilities are not adequate to see 
what the liquidity position of the banks is on a realistile 
basis. They maintain deposits with foreign banks in 
Some cases on a time basis where the deposit is fixed 
for a certain period of time and interest is earned on 
it. Until fairly recently the greater bulk of the bans! 
transactions in foreign currencies involved non-resident 
rather than residents of Canada, and there seemed to be 
little relationship between this aspect of their affairs 
and domestic monetary and banking conditions. But, in 
the last few years there has been a very large increase 
in the extent to which residents of Canada hold foreign 
Currency deposits in Canadian banks, and the extent to 
which they borrow . ' - in terms of foreig 
Currency at the Canadian branches of Canadian banks, 
This type of development gives the foreign currency 
business of the banks a much closer relationship to 
the domestic situation than has been the case at many 
times in the past. 

Of course, Canadian foreign business is 
SO large that it is easieras.a practical matter for 


Canadian business to consider foreign currency financing 
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as an alternative to Canadian domestic currency 
financing than it would be in many other countries 
where natural exchange rate hedges were not provided 
as a result of business itself, 

The opportunities of Canadians to 
engage in foreign currency banking, of course, is not 
restricted to Canadian banks. Canadian banks are 
competitive. They have to compete with foreign banks 
in catering to these needs. 

While this business has grown quite con- 
Siderably it has close connections with the Canadian 
Gomestic economy in various ways, and without having 
any precise view to put forward on this it does seem 
to me an appropriate subject for consideration as to 
whether the existing information regarding this 
business is adequate, and Pees LOE ewan 

as to the liquidity requirements in 
connection with this business. 

Of course, one would want to bear in mind 
that the Canadian banks are in competition with 
foreign banks, and that their foreign business is an 
important source of earnings to them, and in any 
consideration that is given to these matters one would 
wish to avoid, it seems to me, -placing any unnecessary 
difficulties in the way of Canadian banks in their 
Competition with foreign banks for this type of 
business, 

COMMISSIONER BROWN: Do I gather from your 
remarks that you have not felt that this does not 


Create any slippage in your application of monetary 
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policy in Canada? 

MR. RASMINSKY: No, nothing that is 
Significant. The banks are used to thinking that they 
large foreign assets to flush up their Canadian dollar 
resources from time to time if they are feeling parti- 
cularly tight, and if they feel they can make better 
use of their resources in Canada than abroad, and then 
as conditions ease they tend to restore their foreign 
assets. Their net foreign position fluctuates, there- 
fore, within a certain range, but I do not regard these 
actions as an impediment to the execution of monetary 
policy. 

COMMISSIONER BROWN: Does this mean that 
potentially they can offset some of your actions iin 
the initial stages of a tightening up process? 

MR. RASMINSKY: I would regard the net 
foreign position, or the foreign assets of the banks, 
as one of the assets they can dispose of to obtain 
resources for use in some other way, if they wish to 
do so. Basically, the total Canadian resources that 
they have -- the total resources that the banking ayaten 
@S a whole can effectively use inCanada -- is determined 
by the cash policy followed by the central bank. 

COMMISSIONER BROWN: I would like to ask you 
One question which has a slightly philosophical bias, 
perhaps, Several times you have said you prefer to 
Operate through the system rather than operate directly 
-- through the present system, I mean, of course. 

In paragraph 5, you say: 


"The Bank of Canada has regarded it as 
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Toronto, Ontario 
desirable to leave the banks with incentive 
to use the money market rather than lean 
directly on the central bank." 

That rather prompts the question -- why? 

MR, RASMINSKY: Well, I think that there are 
reasons of principle, and reasons related to practice, 
for this, Mr. Brown. In principle --- 

COMMISSIONER BROWN: I might Say that I agree 


with it, but --- 
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1} MR. RASMINSKY: I am sure you could 
2 give a better explanation of the reasons for it. 

3 In principle we wish to interfere with the market 

4 as little as possible, AS a matter of principle, 
5 it seems to us, it is in accordance with the pre- 

6 dominant philosophy of the country to place a 

7 minimum of restrictions in the way of the operation 
8 or the market, We think that decentralized decisions 
9}. are on the whole -- when appropriately modified 

10 where necessary by incentives -- more likely to 

11 produce the objectives that the community wants 

12 than decisions we might take. 

13 We also believe that the whole market 
14 eee is more likely to perform its role in 

15 distributing the flow of funds throughout the 

16 community if the markets are broadly self-reliant 
17 and not dependent upon centralized decisions. 

18 COMMISSIONER BROWN: Presumably this 
19 is as long as you find this works effectively? 

i MR. RASMINSKY: Yes. That is what 
21 I meant by saying "appropriately modified". In 

22 Outlining the various alternatives open to us 

a for exercising our influence on credit conditions, 
u% you recall that we came down . 
25 on the side of tending to operate at the short end 
2 of the market, but at the same time we recognize 

a7 there may be circumstances where, to produce a 

28| Specific result which is sought, we would overcome 
29 our philosophic prejudice, if you like, and 


Operate in all sections of the market. 
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1 COMMISSIONER BROWN: I have one small . 


2 question on a point which was being discussed with 
3 Dr. Mackintosh, and that was that on a second bite of. 
4 the cherry by a chartered bank in any one month 

5 the interest rate is, do we understand, completely 
6 subject to negotiation? In other words, there 

7 is no indication ahead of time of the basis on whieh 
8 they would obtain further funds? 

9 MR. RASMINSKY: Tiere just had to 

10 inquire about this from the Deputy Governor, tor. 

11 there has not been a second advance in the course 

12 of a month during the time I have been the Governor 
13 of the Bank, but I am told that the interest rate 

14 on the second bite of the cherry is not fixed but 
15 is a negotiated rate. 

16 COMMISSIONER LEMAN: It is not a very 
17 sweet cherry? 

18 MR. RASMINSKY: I take it from that, 
19 Mr, Leman, you consider that ites a pretty sweet 

20 rate, 

21 COMMISSIONER BROWN: I have one more 
pe Question. I wonder, Mr. Rasminsky, whether you can 
23 give us a brief outline of the considerations in 

24 admitting dealers to the money market group? 

25 MR. RASMINSKY: The Peg) eera es 

26 involved in that, Mr. Brown, are basically the 

a7 record of performance of the dealer with regard 

28| tO money market securities, the extent of his 

29 | 


participation in the treasury bill market, the 


Size of the inventories that he normally holds, the 
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extent to which he makes good markets in money market 
securities as indicated by the spread between his 
bids and offers for money market securities. These 
are the basic considerations involved, 

COMMISSIONER BROWN: Do I gather from 
that that you have no concept of a limit on the 
number of such dealers who might participate, that 
just anybody who is prepared to perform adequately 
would be Piven consideration for admission to this 
group? 

MR. RASMINSKY: diy eh ef: Mp we Wed s grey y MYT f= 
have no arbitrary notions as to the proper number 
of money market dealers, 

COMMISS.UNER BROWN: These money market 
dealers all have a line of pears for purchase 
and resale agreements with the Bank. Is there a 
ae on them at all to maintain a certain 
inventory at all times? 

MR. RASMINSKY: No. 

COMMISSIONER BROWN: Or is it a questio 
that they can move in and out? 

MR, RASMINSKY: No, there is no pressur 
from the central bank on them to maintain an 
inventory at all times. The money market dealers 
do provide the Bank, for the Bank's confidential 
information, with statements of their inventory 
of money market assets ae week, but the central 
bank does not attempt to influence the decisions 


«pvy 


of money market dealers as to the inventories they 


shall hold. 
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COMMISSIONER BROWN: How is their 
credit related, then? 

MR. RASMINSKY: How is their credit 
related? 

COMMISSIONER BROWN: How is their 
credit ceiling eva ted 9: 

MR. RASMINSKY: We set the credit 
ceilings some years ago, and there has been a 
process of adjustment in credit ceilings. In taking 
into consideration what the credit ceilings shall be, 
the Bank looks at the figures for the money market 
dealers, the figures indicating the scale of 
operations of money market dealers, including figures 
of their turnover, their inventories and their 
financing Lae various sources, and it attempts to 
have a set of credits that is reasonable and equitable 
im-the light ofall these circumstances, but since 
there is no pressure on’ the part of the Bank to 
try to require money market dealers to take certain 
lines of credit from it, there is consequently no 
pressure on the part of the Bank to endeavour to 
require them to maintain certain inventories. 

COMMISSIONER BROWN: Does the Bank 
have a concept ss ae maximum line ab ie png 8 Bh Bo 
total as far as the money market dealer is concerned? 
Let me put it this way. If three or four more 
JOined the group, would this serve to increase the 
total, or would it require a re-distribution of 
the total? ght 


MR, RASMINSKY: No; the Bank does not 


- iin 


; : 


| / 
=tadd' nt Wop janonte sO, GREE 


7 
7 


a tiecs" 5 3 


srpbes 4hade af woh. - YAS Daa yh’ 


—_ 


- = wees ~ 2 ‘ 
: ij et wee WORE HaltOlesOmMeD 
1 
| 
| —TS 
| are me cit int 
: bd ‘ , i 7 oy 
7Phoas sth y >h dg 7 
‘a> ¢ E mut 


wall _ 
a 
ofa thet: r desk syeblenos oom 


cae | ) 


lool sree ant 


‘ a fone —.. ty -. 3 CPS ‘ guetss 7 


SiGsy Sc - ; Ac fu LOR. a 
Sif ro Scns FAG g to tig ks ‘edd! ¢ i 

Liege ts om et Stn 

ebere sits, ym gio Ste LUOSOT OF ¥ 
to. mend 
Lilt ( Soa epoum te : di? no stead 


= fis? ‘strony ohaddlem of medd stivge 
- j 


é 


.qvet ody wl 
Pz aivew” 4 
a? . 


P 
ry vv 


rd 
a 


Nethercut €& Young Ay 7639 2 


Toronto, Ontario 


1 have in mind a fixed maximum limit to the lines 

2 of.credit available to money market dealers, I 

3 would have to add to that, Mr, Brown, Pag same 

4 observation I made before in response to Dr. 

5 Mackintosh, that there is what I would re would 

6 be an understandable reluctance on the part of the 

7 central cat to have very large amounts of central 

8 bank credit at the disposal of the market, where 

9 the market itself can take the initiative. 

10 COMMISSIONER BROWN: I assume it would 
11 be the Same reasoning that would be against the 

12 proposal we heard from one witness that it be 

13 open to any primary distributor to come to the 

14 Bank of Canada for re-sale and re-purchase facilities? 
15 MR. RASMINSKY: Yes; I would not be 

16 im favour of such a proposal. 

17 | COMMISSIONER LEMAN: Mr. Chairman, 

18 just before we break off for lunch and leave the 

19 Subject that we were talking about a little earlier, 
20 the cash ratio formula for the banks, the staff of 

21 the Commission has done a ee ee of the 

pe performance of the Bank under this formula from 

23 1954 right through to just a few months ago. Would 
24 it be true to say that their performance has improved 
95 a great deal, that the a. eee quite a 


16 | movement towards working close to a flat cash 
| ratio quite close to the stattttory requirement? 
8 | MR, RASMINSKY: Yes, it is ‘ay 
19 | impression that over the years, if you look at the 


ui monthly averages themselves, the figures have 
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tended on the average to work progressively closer 
to the legal minimun, 

What the record would show in terms 
of the variation, the range of variation within 
any given month for individual banks, I do not. know, 
I would be very interested to know whether your 
study covers that point. 

COMMISSIONER LEMAN: I have not got 
the information for individual banks, Mr. Rasminsky, 
but I have it for the banks as a whole, and the 
way the graph is expressed is the accumulative 
average at Wednesdays during the month. I do not 
know whether: one should expect that outside of 
Wednesday there would be great, huge fluctuations, 
but for the average of Wednesdays it shows a very 
distinct flattening out, especially pronounced in 
the last two or three years, 

MR. RASMINSKY: Yes, that would 
correspond with my impression, that if one looks 
at the monthly average figures one will find they 
have tended to work closer to the ratio, and in 
the observation I made before I laid a lot of 
Stress on the difficulties created by inconsistency 
of performance within the month. 

THE CHAIRMAN: We shall adjourn now 
to resume at 2.15. Is that convenient under the 
circumstances? | 


MR. RASMINSKY: Yes, thank you. 


--- Luncheon Adjournment. 
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1 --- Upon resuming at 2.15 P.M. 

2 

3 THE CHAIRMAN: We shall now resume. 

4 ; MR. RASMINSKY: Mr. Chairman, I have 
5 brought up some reinforcements, in the person ; 

6 of Mr. Humphreys, who is Assistant Chief of, our 

7 Securities Department. 

8 THE CHAIRMAN: Very well, 

9 COMMISSIONER BROWN: Mr. Chairman, I 
10 have one question which I overlooked among my 

11 Scribbled notes this morning, which follows on from 
12 a question I was asking about the use of the open 

13 market and the functioning of the price system, 

14 That was, whether the Bank of Canada had a view 

15 on the possibility of the development of a market 

16 in federal funds between eae banks, or what is referred 
17 to as federal funds in the United States, 

18 MR. RASMINSKY: We have on occasion 

19 thought of the possible implications of the develop- 
20 ment of a market in what we would call Bank of Canada 
21 funds, and the result of this thinking, up to the 

22 present, has been that we would not wish to encourage 
23 the development of a market in Bank of Canada 

24 funds, Essentially, what we are talking about 

5 here is a new mechanism by which the surplus cash 

26 | feserves in the chartered banking system -- that 

aa is, the surplus cash reserves in the form of excess 

28 | deposits at the Bank of Canada over and above their 
29) legal minimum requirements pe would’ibe directly 


30 | traded between banks, either directly through negotiation 
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1 or through the intermediary of a broker, The 

2 alternative is that such funds are passed around, 

3 such surplus cash reserves as there may be in the 

4 banking system are passed around from the banks which 
5 Rave the surplus to the banks which have the 

6 deficiency, through the medium of the money market. 

7 It is our present opinion that the pala 
8 of advantage as between these two systems 

9 lies in the present system, whereby these funds 

10 “are passed around from bank to bank through the 

11 ec market, This is for two reasons. Partly 

12 because we think that the present system is helpful | 

13 to the money market itself, which we would like to 

14 See grow and develop; and, secondly, and in a way 

15 this may be just as important a reason, the surplus 

16 cash that there is in the system constitutes the 

17 real point of impact between the central bank and 

18 the credit system, It is this surplus cash that 


19 .. leads’ to a response on the part of the chartered 


,20| . banks, in the form of the acquisition of an asset 

21 of.one type or another, presumably, in the first 

22 instance, a money market asset, and which has the 

23 initial impact effect on interest rates and on credit 
24 


conditions which the central bank wishes to see by 


= providing this surplus cash, It is, therefore, 

ae important i the point of view of the central 

27 | bank that the market in this surplus central bank 

28} cash: should be as good and as broad a market as 
Poe 

a possivie, It would be our judgment that one is 


more likely to get a good and broad market, and one 
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where the price is responsive to the buamtubees | 
responsive to central bank influence, through the 
money market than if the surplus cash was passed 
around within the banking system itself. This 

for two reasons, In the first place, the money 
market is a bigger market; there are more neat pene 
more money market dealers than there are banks; and, 
secondly, there is outside competition in the money 
market, in the form of off-street loans to money 
market spe ieeer So for these two reasons it seems 
to us that there is a better chance of getting 
fluctuations in the price of these surplus funds 
which are responsive to the conditions that the 
central bank is trying to create if the mechanism 

of the money market is used rather than if they were 
traded off directly between banks. 

I do not mean in saying that to suggest 
that I think this market is now perfectly responsive 
or that the fluctuations in day loan rates are as 
wide as one might on occasion expect. 

For example, towards the end of a month, 
when there is clearly a lot of surplus cash in the 
System which is not going to be needed to meet the 
cash requirements for the balance of the month, 

One would expect to see this cash put out at quite 
flexible rates, which does not always happen. But, 
at all events, for the reasons I have given, I would 
expect that this market would be more responsive 
through the money market dealers than if ube market 


Were confined to the banks themselves, 
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COMMISSIONER BROWN: ‘Thank you. 

COMMISSIONER LEMAN: Mr. Rasminsky, 
we have aie hig dad? until now, the conventional ways 
in which you like to see monetary policy operate, 
and you have expressed a preference for general and 
impersonal means rather than to make ways in which 
there would be direct intervention, I note on page 17 
of the statement you made yesterday, a sentence 
which I will quote: 

"I would say that the Bank of 

Canada's existing powers in this 

respect are broadly speaking satis- 

factory for most purposes and most 

situations," 
There seems to be the implication there that they 
might not be quite satisfactory for exceptional 
circumstances. To get back to the main submission, 
in Section 3, paragraph 16, you repeat about that 
Same view, that you prefer to operate through the 
market. Then in the next one, paragraph 17, 
again you imply that “there are certain circumstances 
in which the Bank might need other means of operating 
than those we have discussed up to now. 

So, let us look at alternative sug- 
gestions that this Commission has heard about. 
One is to obviate the difficulties in extreme cir- 
cumstances that might arise, for instance, from 
the system forcing a true rationing of credit in- 
Stead of operating merely through price, the sug- 


gestion that the Bank would have stand-by powers, say, 
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to impose absolute loan ceilings on all financial 
institutions, How would that work? What would 
be the advantages and disadvantages of that? 
| MR. RASMINSKY: I suppose Se te: 
thing you would have to do would be to revise the 
constitution, because some financial institutions 
are not federally incorporated but are incorporated 
under provincial law, I do not pose as a 
constitutional lawyer, but it would be my under- 
standing that certain difficulties of a constitutional 
nature would arise, 
secondly, I do not think that such 
a power, to impose loan ceilings, is essential for 
the conduct of monetary policy, and it is not a power 
that we would seek, The furthest that we would 
think it desirable to go in that direction would 
be to have powers along the lines that we were 
discussing this morning, which would give the 
central bank the authority from time to time, but in 
exceptional situations, to impound various amounts 
of liquidity in the banking system to meet special 
Situations, It might also be the case that I would 
not want to exclude the possibility that circumstances 
would arise in which the Bank made requests to use 
the technique known as moral suasion in relation 
either to the commercial banks as regards their loan 
policies, either over-all lending policies or their 
lending policies in particular fields, even if 
it was felt these requests were going to have to 


remain outstanding for some time and created a serious 
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situation of inequity or ineffectiveness as between 
the commercial banks and other financial Saasten wens 
But I would not think it was necessary or, in the 
present circumstances, desirable for the central 

bank to have the power to impose loans cellings 

on financial institutions, even in the absence 

of the constitutional difficulties that I have 
mentioned. 

COMMISSIONER LEMAN: You do not see 
where the circumstances could be so exceptional as 
to require that strong a power to act very promptly 
to prevent any increase in loans? Do you think 
you could get that same result otherwise? 

MR. RASMINSKY: If the etecumarantee 
were that exceptional, then I would imagine that 
the situation would be one in which it was more 
appropriate for government to act rather than the 
central bank. 

COMMISSIONER LEMAN: Getting back to 
Paragraph 17, then, where, if I might quote the 
submission again, you say: 

"Similarly, it would seem unwise 

to rule out the possibility of 

invoking more direct measures to 

control the availability of credit 
in an extreme situation." 
Would you like to list for us those measures that 
you have referred to in that sentence? 
MR. RASMINSKY: The measures, rather 


than the situation? 


_ 
-— 


; 
Agito? én ab sept sits ies) tae 


+ 
gas od 40. Fe “Wenoe sswte hl wae ‘went 
i 


Leavis: ne al ee (get2eeP Tes 
Y a 
t ' 
Bo 
t 
rias : . tects eter 
| ae ; ‘ ' nh 9 coeych Pie si 
sas ' 3 F oh aqotage® 
} ay 
fi Letsnee 
w i 
. wisi 
. : 
23. Lome aN 
. | wry etd oy ~ Gs 
ahr SSL I2US 
‘ BoU2e seS"cs 
2 fie i ae 6 1c 
ib 3* 2 oS Ge 
(Oeics Fi. -Sise eclaliate 
e y 


Nethereut & Young - T647 > 
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COMMISSIONER LEMAN: Yes, the measures, 
I imagine we are really talking here about a situation 
of extreme pressure on the economy generally, and 
that has been discussed before, so let ius discuss 
the measures, 
MR. RASMINSKY: The measures are of 
the general character, Mr. Leman, Fy fae to at 
the end of the next sentence of the Submission, where 
we say: 
"..ethere are limits to the extent 
to which and the rapidity with which 
interest rates can be allowed to 
rise, and there may therefore be 
times at which it is preferable to 
vary the cash reserve or liquid asset 
ratio or resort to moral suasion 
or selective credit controls than 
to allow the inflationary process 


to proceed without further resistance," 


COMMISSIONER LEMAN: Well, we have 
already discussed the liquid asset ratio, | We might 
talk about selective credit controls. One that ‘has 
been mentioned to us before is the fact that con- 
Sumers generally were deemed rather insensitive to 
movements in interest rates, Therefore, do you 
feel the need for a stand-by power to impose 
restrictions on the use of consumer credit? 

MR. RASMINSKY: No, I would not wish 


to request that the Commission would consider recom- 


— ; — = 7 

; 
i “P = ' “b. a0 Od Le PTT 7. 
Caan os 7 I MMOLESEMMC 


> 


‘ i 


nottasatte Sayoue gui verwket yetaet Bre —T 


ie. 
¥ 


Eee 
brig it Venn es iit ie be aiid go sumeenq 


fh Bui cal oe Sseotsy bseesro“nl® ead: 8 a9 


a 
- * 
} 
ia 


a) 

4 we Shire a lhl «ay Ser Tite i mea, | 
' 1@ Sig GOIN Sw, ye. ad Uh thems | pte 
1 
. 


th r 4 ih 
cS f j £. eé 
a | . 
j * 
; bG a z ; Pe 
= 
Fr a 
‘> ij 
4 bes’ i 54 
i 
nf Fi fa i] - 
. 7 f 
» J 
{ 
i 
\ 
: ' 7 
r 
' 
‘ 
a ‘ 
nw J 
, 
| 
| 
| ° —w ne! - ‘ 
: =i pe ° 4 


= ] « me @? 
a; 
; me As . oe : 4 Wal [2 af 
a . . , P 
ATT TEAas wt C -c LOGS ik to SVLGOei Sa. wUOGES x 
-< _ 
- . 3 OS Aw Sy fli OF DeNOL JASE 


‘ - * > PP 7 9 | me | > ¢ 
tov-o] stele ec2 Bers t*eo'-eJol a2 atnens 


GRRL Od GO “ide oriate: 4 22 Dean eat t 
z i cn 


. S3iberu ‘Sengagie to sau’ wat eo enotd =F 4 


? 


ese See wenn! Y chy ee 2 


eg Sapo 2 ae | * 


Nethereut & Young - 7648 band 


Toronto, Ontario 


1 mending such a power for the central bank. 

2 . COMMISSIONER LEMAN: How about the 
3 next one that has been listed here; that is, the 
4 regulation of margin operations for stocks and 

5 securities? 

6 MR. RASMINSKY: There again, apart 
7 from the constitutional questions, I would not 

8 like to suggest that the central bank should be 


empowered.to impose margin requirements, On 

these matters of selective credit controls, the 
central bank operation is essentially a mass 
quantitative operation, which need not give the 
central bank any powers to take decisions abresting 
the qualitative distribution of credit to different 


types of borrower, 
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If it were thought desirable in the public interest 
that public control of that type should be exercised 

to guard against excessive amounts going to certain 
types of borrowers and to ensure that adequate amounts 
go to certain other types of borrowers, I would assume 
that this would be for Parliament to decide rather than 
the central bank, 

COMMISSIONER LEMAN: So, it is not because 
you are necessarily convinced it would never be needed, 
you feel someone else should do it? 

MR. RASMINSKY: I am certainly not necessarily 
convinced it would never be needed; in fact, somewhere 
in the submission I believe we have indicated there 
could be circumstances in which such controls or such 
powers might be useful. 

MR. LEMAN: Don't these exceptional cireum- 
Stances we have talked about arise sufficiently 
Suddenly that the standby approach would be necessary 
rather than having to go to Parliament at the time? 

MR. RASMINSKY: If a situation does arise, 
Mr. Leman, in great force, suddenly, and the situation 
is one in which the public interest is seriously endangered 
and this action is needed to counteract it, then I would 
conceive that to be a situation in which even without 
Statutory power to do so the central bank would, mainly 
through its relationship with the chartered banking 
System, take steps to try to bring the situation under 
Control, and I think that I could add that I think that 
dn the situation of the type that I have described that 


the central bank could count on the cooperation of the 
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banking system to do so, 

COMMISSIONER LEMAN: How about the ability of 
Canadian residents or junior governments, that we have 
heard so much about, their ability to go to the foreign 
market for borrowings; do you regard that as something 
that would need some kind of a Standby control? 

MR. RASMINSKY: No, I don't. The borrowing 
of funds abroad by residents of Canada or junior govern- 
ments, like the transfer of funds to Canada by the banks 
themselves from time to time through changing their net 
foreign asset position, cannot create additional cash 
for the monetary system or the banking system as a whole 

Notwithstanding’ that = such borrowings abroad 
and transfers to Canada -the central bank remains in 
control of the total size of the banking system and the 
total money supply. But I think that there may from 
time to time be problems of equity involved here, in 
the sense that in a situation of monetary restraint some 
people have access to the American market where others 
do not have access to the American market, but 
Such questions are ones that I don't think central banks 
Can deal with. 

COMMISSIONER LEMAN: But these borrowings. do 
have a direct relationship on the demand for goods and 
Services, don't they? 

MR. RASMINSKY: These borrowings affect the 
financial resources at the disposal of the borrowers, 
and which they can use for goods and services, but as I 
Say, they do not affect the ability of the central bank 


to control the total size of the banking system, to 
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control the money Supply and to use its’ influence to 
create overall credit conditions of the type that it 
thinks appropriate. 

COMMISSIONER LEMAN: Well, there is Face 
one here in the list we have that you mentioned in 
passing, at least, and it is somewhat similar to the 
present status of the liquid asset ratio, and I think it 
is by agreement with the banks, isn't it, that some 
limitations have been put on term lending by the char- 
tered banks in agreement with the Bank of Canada? 

MR. RASMINSKY: There have been occasions 
in which the Bank of Canada has requested the chartered 
banks to put certain limits on term lending. Any limits 
that there are on term lending at the present time are 
by agreement among the banks themselves without the 
participation of the Bank of Canada in the arrangements. 

COMMISSIONER LEMAN: Well now, in discussing 
these special powers, you have made a reference to what 
people have come to call "moral suasion". Could you tel 
uS a little bit about how teense in practice, how 
Successful it is? 

MR. RASMINSKY: The way moral suasion works 
in practice is that the Governor of the Bank meets with 
the executive officers of the chartered banks, expresses 
to them certain views regarding whatever it is he is 
trying morally to persuade them to do, and asks for 
their cooperation in enforcing those views, which might 
relate on occasion to the distribution of credit. There 
have been a number of occasions in which the central 


bank has expressed views. If you like, I would be able 
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to go over those occasions and tell you what they have 
been. Would you wish me to do so? 

COMMISSIONER LEMAN: Yes, I think it would be 
interesting; that would illustrate how it works. 

MR. RASMINSKY: Yes. In 1936 -- am I going 
back too far? Well, I will start start ten years later, 
1946. I may say that many of these examples were before 
my time and I will not be able to tell you what precisel 
was in mind when these requests were made. 

At a meeting with general managers in 1946, 
the banks were asked to restrict their holdings of 
Government of Canada bonds to an amount not exceeding 
90 per cent of their Candas personal savings deposits 
and to restrict their net earnings on such securities 
to a certain maximum. 

in 1948, at the suggestion of the Bank, the 
banks reached an agreement to refrain from making term 
loans or purchasing corporate securities in amounts in 
excess of a certain limit. This suggestion of February, 
1948, was withdrawn in February, 1949. 

In 1951, as a result of a suggestion from 
the Bank of Canada, the banks agreed first to have no 
further expansion in their total loans under the 
existing conditions ; secondly, to cease making term 
4oans or purchasing corporate securltles in amounts in 
©xcess Of a certain sum; thirdly, to require at least 
ov per cent margin in tne case of 1oans to carry 
Corporate stocks and, rourtniy, to aiiow no further 
increases 1n total 1oans to rinance companies. ‘I'nis 
agreement was extendea in January oF 1952 and was 


Suspended later in that year. 
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Again in 1955 there was an agreement 
negotiated with ‘the Bank of Canada with regard to term 


loans. 


ine minimum itiguia asset ratio agreement was 
of this type; it was in November ana December of 1955. 

I think that that perhaps is enough to 
illustrate the character of ety matter covered 
by the exercise of"moral suasion” 

COMMISSIONER LEMAN: Well, these all occurred 
before your time; nevertheless, I ask you if you know 
how this was done? Did some of the banks talk back and 
argue strongly against some of the Suggestions by the 
Bank, or did they generally just nod and . . 

MR, RASMINSKY: I understand, Mr. Leman, 
that you will be seeing the banks. I think that the 
‘banks would really be in a better position than I to 
answer that question. 

However, I really shouldn't leave it at that. 
From what I know of the matter, such suggestions gave 
rise to a good deal of give and take in discussion, but 
Suggestions of this sort are not made unless there is a 
Clear public interest in them being followed, and since 
the central bank by and large is somewhat reluctant to 
use these techniques, I think that the general experienc 
is that the public interest is recognized by the 
Chartered banks and after the discussion the cooperation 
of the chartered banks is forthcoming. 

COMMISSIONER LEMAN: These are clear cases 
Of requests made by the banks that resulted in agreement 


by the chartered banks to abide by certain rules for a 
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limited period of time. 

Now, what about the effectiveness of moral 
Suasion if the Bank should at some point feel the need 
to go outside the chartered bank system to try to obtain 
definite results. 

MR. RASMINSKY: Such efforts as there have 
been along these lines are of a Somewhat more mixed 
character. 

In 1956, there was an approach made by the 
Governor of the Bank of the time to instalment finance 
companies, urging them to hold their receivables to the 
existing level over the next ten months, and no agreemen 
was reached, 

There was also a meeting in 1956 with the 
representatives of department Stores, and the idea was 
put forward that the epee etoces might either put 
8 quantitative limit on department store credit or agree 
to restrict the maximum terms of such credit, and no 
agreement was reached, 

There have been occasions when discussions 
have taken place with the stock exchanges with regard to 
the use of stock exchange credit, and there -- though 
No Specific agreement as to what should be done was 
reached -- there was a meeting of minds and the Bank was 
Satisfied with the results of these conversations. 

COMMISSIONER LEMAN: Well, if I might turn 
now to -- 

COMMISSIONER BROWN: May I question at this 
point? 


COMMISSIONER LEMAN: Yes, go on. 
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COMMISSIONER BROWN: May I give the Governor 
the opportunity of answering this question, if he feels 
like answering it. Have you had any experienee with the 
use of moral suasion? 

MR. RASMINSKY: Yes, 

COMMISSIONER BROWN: Has it been --- 

MR, RASMINSKY: I have been satisfied with 
the results, yes. 

COMMISSIONER BROWN: I gather that you prefer 
not to «+- 

MR. RASMINSKY: I think that the experience 
is so recent -- I mean, it is obviously an experience 
within the last eighteen months, Mr. Brown, and if you 
don't mind I would prefer not to discuss the details. 

COMMISSTONER LEMAN: If I might turn now, 

Mr. Rasminsky to your comments on page 22 of your 
Submission of yesterday, your comments on the bank rate. 
Parst of all, at the very end of the paragraph -- and 
you end at page 23 -- you say: 

"If we develop a mystique about Bank Rate 

chenges under which every change is supposed 

Something 
to be saying/about the future, we will, I 
think, be creating false expectations and 
complicating the normal use of this instrumen 
by the central bank." 
SoO, would you explain to us what the normal use of it 
is if it is not meant to operate, apparently, as a 
Signal? 
MR. RASMINSKY: There are occasions, of 


Course, in which I would agree that it is meant to 
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operate as a Signal, and we have had one such occasion 
with the (ea fixing of the bank rate at 6 per cent 
but I would,Ithink, regard the normal use of the bank 
rate aS indicating a changing view of the central bank 
as to the appropriate upper level of very short term 
Paves. -l think that this is essentially what the bank 
rate does; it puts a tentative ceiling -- not, perhaps, 
an absolutely rigid ceiling, and perhaps over short 
periods of time short rates might SO above the bank 
rate without the central bank feeling under any com- 
pulsion to adjust the bank rate -- but it does put a 
tentative ceiling on rates. 

Of course, if you look at the movement of 
the bank rate over a period of time you can detect a 
progressive movement, a progressive development of 
conditions of ease if the bank rate is going down, or 
@ progressive tightening. 

COMMISSIONER LEMAN: Who are the people you 
feel have got to be too mystical about this? Not the 
chartered banks themselves or the investment dealers’, 
but what sector do you feel has tended to misinterpret 
what this value would be as a signal? 

MR. RASMINSKY: My friends around me remind 
me that I said "if" in the statement; that'if we develop 
& mystique about bank rates," and I think that that may 
relieve me of answering: 

COMMISSIONER LEMAN: Well, let me phrase my 
guestion in a fairer way. Don't you think that with the 
Use of the bank rate, a fixed bank rate system over 


time , that the chartered banks and the non-banks would 
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learn to interpret it properly? 

MR. RASMINSKY: Yes, I do; I hope so, Mr. 
Leman, and I am trying to help a bit in that direction 
by indicating early in the game that people must not 
expect too much of the bank rate, that they must not 
read too much into changes in bank rate, but I quite 
agree with you that in the course of time it is reasonable 


to expect that people will interpret changes properly. 
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COMMISSIONER LEMAN: During the lunch 
hour today I read a speech that was delivered this 
morning in Montreal by a banker, in which the 
implication was that there might develop a quite 
Subtle ability to interpret the Significance of 
changes in the bank rate from time to time, 

MR, RASMINSKY: You must have read 
a different speech fromthe one that I read. 

COMMISSIONER LEMAN: Your comments, 
beet Can ¢G back to page 22, do not express a definite 
preference for the fixed bank rate or the flexible 
bank rate, as I read them. 

MR, RASMINSKY: Well, Mr. Leman, I 
expressed my preference by fixing the bank rate. I 
regard the arguments about the relative merits of 
a fixed bank rate and a floating bank rate as over, 
as far as I am concerned, 

Now, if the Commission, having 
Studied the matter and after having heard various 
witnesses, should reach the conclusion. and should 
make a oe Ee that we revert to the system 
of a floating rate, or go on to some other system, 
then that iS certainly something that the central 
bank would wish to take into consideration and give 
the most serious attention to, but so far as I am 
concerned this is a piece of history. We are on 
affixed bank rate, and I have no intention at the 


present time of changing that system. 


COMMISSIONER LEMAN: Quite apart from 


movements in the fixed bank rate, what other signals 
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1 do you think the Bank could usefully give to the 

2 market of its own thinking or of its own appreciation 
3 of the situation? 

4 MR, RASMINSKY: The easiest method, 

5 7 think, of communicating ideas is that of using 

6 the English language. If the central bank has 

| Something that it feels able to say, and if i¢ 

8 Wishes to say something in order to give some 

9 indication as to its views as regards the future, 

10 then I think the most natural thing for the central 
11 bank to do is to make a speech or to issue a state- 
ws ment. I do not think that the interpretation eH! 
13 we. want to give to bank rate aS something that 

14 is not at all times a signal deprives the central 

15 bank of the opportunity of communicating any views 
16 that it holds to the public. 

7. Essentially, of course, the way the 
18 central bank communicates its ideas to the public 

19 is through the monetary policy that it pursues. 

20 There is no signal which is really more immediately 
1 apparent to the banking system than a flush cash 

22 position, or a tight cash position. These two 

23 methods -- monetary management on the one hand, 

24 and the use of language on the other -- seem to 

25 me to provide the central bank With adequate means 
26 | of communicating its views to the public. 

27 | ‘ COMMISSIONER [LEMAN: Did I understand 
28 | you correctly earlier to have expressed the opinion 
29 that there are times when you do not want people 


to make too much of what the central bank is doing 
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at that moment, and that you would expect them to 
form their own judgments as to what is the proper 
conduct to follow at that time and not be too 
Slavishly trying to interpret what is in your mind; 
that they should try to form their own opinions? 

MR. RASMINSKY: Yes, I would certainly 
like to see that done, 

COMMISSIONER LEMAN: Unless there 
is something more on this point I would like to 
change the subject a little bit. 

COMMISSIONER BROWN: I would like to 
ask something here to clarify my mind. You. have 
probably dealt with it already, but I would like 
to have it more Closely in context, You say: 

"The principal advantage of a 

fixed Bank Rate over a flexible 

Bank Rate lies in the element of 

Stability that it can give to 

money market rates by tentatively 

placing an upper limit on their 

movement." 
You do not say anything there about the use of it 
@S a Signal in moving upwards. I would like to get 
it clear whether you think it is useful as a signal 
of intention, prospective fact, or recognition of 
an existing situation, 

MR. RASMINSKY: I think in the 
normal course of events, Mr. Brown, that the bank 
vate registers what the situation is. The situation 


Gradually develops as a result of the various forces 
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operating in the credit system, including central 
bank policy. The central bank may encourage 
the development along the lines of market forces, 
or it may be resisting, or discouraging it. Out of 
the combination of these factors you get a certain 
credit situation which, for Shorthand, you can say 
LS reflected in the level of short-term rates, and 
those developments take place over a period of time, 
At a certain point in the process -- 
a point which is necessarily arbitrary, but which 
is chosen by the central bank -- it seems to 
me that the central bank registers that this 
development has taken place and that this develop- 
ment is in accordance with its views as to what 
is appropriate, it registers that by changing 
the bank rate. 
COMMISSIONER BROWN: In other words, 
it underlines an opinion, rather than Signalling. 
MR. RASMINSKY: Yes, rather than 
Signalling. I would conceive, Mr. Brown, that 


this is the normal use of the bank rate,. This 


conception is admittedly based on a very limited 


experience with bank rate, but that is how I think 
about bank rate at the present time. 
COMMISSIONER GIBSON: Mr. Rasminsky, 
I take it from what you say that there are relatively 
few occasions when the central bank wants to give 
@ clear signal -- a strong signal or a clear signal? 
MR. RASMINSKY: I think that is 


correct, Mr. Gibson, yes. 
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COMMISSIONER GIBSON: In other words, 
the stanaard procedure is not clear Slenais, Galesthat 
a reasonable statement? 

MR. RASMINSKY: It may be reasonable 
but --+- 

COMMISSIONER GIBSON: If these 
statements were clear all the time everybody would 
know what is going to happen, and there would have 

| to be a perfect state of knowledge on the part of 
the central bank, and a full response on the part 
of the financial community. 

MR. RASMINSKY: Of course, the 
eer rteculsy “Mr. Gibson, is not that everybody would 
know what is going to happen. The real difficulty 
with clesr signalling is that the central bank does 
not know what is going to happen. It is not that 
the central bank wants to play it in a cagey way 
and refuse to take the public into its confidence 
as to what the TuUCUrS pias. Unfortunately -- and 
I might say that I wish it were otherwise --- 

COMMISSIONER GIBSON: Is it not true 
to say that the central bank most of the time does 
not know, and is making its best guess like every- 
body else is? 

MR. RASMINSKY: That is right, and 
it is continually revising the views it holds as 
additional information becomes available, and 


as the situation unfolds, 


COMMISSIONER LEMAN: May I turn to 


Something else now? 
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MR. RASMINSKY: Surely. 

COMMISSIONER LEMAN: You have already 
expressed before us the thought that vou did: not 
feel that the operations of the near banks impeded 
in any way the normal function of monetary policy 
as you saw it. I do not want to raise. constitutional 
problems here ~- a few moments ago you said one of 
the objections to such a proposal was that there 
WaS @ basic constituticnal problem involved, and 
there might be a siignt one in this respect -- but 
let us abstract that from it, and discuss the thing 
as if it could be sclved even if it does raise a 
constitutional problem, and i am thinking of the 
idea of bringing the near banks within the system 
to the extent of having them hold deposits with the 
Bank of Canada, and, perhaps, working to some 
Statutory cash ratios too, What are the advantages 
or disadvantages of this? 

MR. RASMINSKY: The near banks, of 
course, do hold cash like any other credit insti- 
tution. If ‘the Commission or Parliament wished 
to provide that this cash should be held with the Bank 
of Canada instead of with ‘a chartered bank, or 
wherever it is hala a aie present time, I would 
See no reason from the point of view of the Bank 
of Canada for resisting such a proposal, The point 
that I was concerned to make in connection with 
this problem was that I did not think that the 
existence of near banks, or the fact that they 


Were not banks in the sense that they were not members 
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of the fractional reserve System, constituted a 

hindrance to the effectiveness of monetary Lara 
COMMISSIONER LEMAN: And it would 

follow from that that you do not think there would 

be, therefore, any particular advantage to monetary 

policy from ren them subject to those regulations? 
MR. RASMINSKY: That is right, yes. | 
COMMISSIONER LEMAN: And, by the 

way, I should mention for the record, that what 

I have in mind in mentioning these institutions 

are those that accept demand deposits from the 

public, Let us reverse the propositian now. Would 

you comment on the advantages or the disadvantages 

of giving such institutions the right to deal with 

the Bank of Canada in that way; to have their clearing 

handled through the Bank of Canada and having them 

hold deposits with the Bank of Canada? I am asking 

you now to consider the position if as were 

given the right to do that if they wished to do it, 
MR. RASMINSKY: In connection with the 

Beine. what one is involved with is the whole 

complicated question of how the clearing system 

Operates, and what charges are made on various 

Pots including the cheques drawn on the demand 

deposit accounts in near banks that are put through 

the clearing system. These are matters involving 

cost which are ones which the Bank of Canada is 

not involved in, and in regard to which I would 

' mot wish, therefore, to express any view. But, if 


85 4 result of negotiation between those concerned 
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1 the clearing of items drawn on near banks could 

2 be facilitated through the operation of clearing 

3 accounts by them with the Bank of Canada, I would 

4 see no rene why we should not operate such 

5 accounts, 

6 COMMISSIONER LEMAN: One thing that 

a might induce them to do so would be if the Bank 

8 of Canada was willing to pay interest on deposits. 

9 Does that involve any other disadvantage than just 
10 the cost of the interest paid? Does it have any 

11 other implications? | 

12 MR. RASMINSEY: The payment of interest 
13 on deposits? : 

14 COMMISSIONER LEMAN: Yes, 

15 | i MR. RASMINSKY: Yes, I think that the 
16 interest on deposits does have other implications, 
17 I do not see how the Bank of Canada could pay 

18 interest on the deposits of one class Such as 

19 that of the near banks without paying interest on 

20 the deposits of others, If the Bank of Canada were 
1 to Pe xserest on the cash reserves maintained 

22 by the banks then it would lose its leverage over 

23 the employment of cash. What leads to the employment 
24 of surplus cash provided by the central banking 

25 System is the fact that, as Dr. Mackintosh said 

26 before, they prefer to earn money rather than not 

21 | . to earn money, and if interest were paid on the 

28 | deposits of the chartered banks that powerful force 


| 
29 would be eliminated or reduced. 


a COMMISSIONER LEMAN: It might be re- 
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duced but --- 

MR. RASMINSKY; You will Soateaice: 
apart from this consideration, that under the Bank 
of Canada Act the Bank of Canada is not empowered 
to pay interest on deposits, 

COMMISSIONER LEMAN: I realize that, 
but we are looking into other things that might 
be done. 


MR. RASMINSKY: Yes, quite so. 
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COMMISSIONER BROWN: I wonder if I could go 
back to the previous topic and that is on the question 
of near-banks. Near-banks are holding an increasingly 
large proportion of the dollar assets that are subject 
to checking, but I wonder if you could just tell us 
how in judging the money Supply in Canada you take these 
into consideration? 

MR. RASMINSKY: Statistically, the deposits 
in the near-banks are not included in our measurements 
of the money supply. We define the money supply to mean 
currency in the hands of the public, and deposits at 
the chartered banks, so that the direct answer to your 
question is we do not take them into consideration in 
deciding what the money suppiyvls’. 

However, the Bank of Canada in carrying out 
its monetary policy does not aim at producing changes 
of any given magnitude in the money Supply. The fulcrum 
of our policy, what we aim at, is producing, along 
With all the other factors operating in the market,." ~ 
an influence over credit conditions.. This is really 
the basic point in the view that I expressed yesterday 


that the existence of the near-banks. dogs not act as 


@ Significant restraint on the .central bank in producing 
the credit conditions of the type that it thinks 
appropriate. Es 

It has a sufficient large sector to operate 
On in the chartered banking system to count on that 
fanning out and affecting interest rates and non-price 
terms of credit outside the banking system. It would, 


of course, from our point of view, be useful to have mor 
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information than we have at the present time regarding 
the assets and liabilities of various types of financial 
intermediaries, trust and loan companies, and so on. We 
would like to have more information. 

COMMISSIONER BROWN: If things remained as 
they are at the moment; that is, if the System remained 
as it is at the moment and the near-banks! holdings of 
total assets, or fraction of assets, continued to increas Z 
at what point would you start to become worried? 

MR. RASMINSKY: Well, one would commence to 
become worried, for reasons of monetary control, at the 
point at which the base on which you had to operate, 
that is the chartered banking System, was so small that 
you could not through operating on that base exercise th 
influence that you wanted to operate on credit conditions. 

There might be other reasons for looking at 
near-banks. There may be problems of equity that are 
involved here, and I am not addressing myself to these 
problems. I express no view on these problems. 

COMMISSIONER BROWN: You have answered my 
next question. 

MR, RASMINSKY: Well, I am glad I got the 
answer in. The only thing that I feel competent to 
express a view on is the effect of the existence of 
these institutions on the ability of the central 
bank to influence credit conditions. I think the other 
view is really based on the notion that what monetary 
Control means is control of the availability of the 
Credit, so that one might say, "Well, if the non-banking 


Part’of the credit system is growing quite rapidly and thd 
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central bank controls the money supply 
in a period of strong economic expansion so that someone 
is turned down at a chartered bank and then goes to 
another source of credit and gets the money" -- then 
the argument would run, "Well, the fact that he is able 
to get the money at some other source demonstrates that 
monetary poliey 4s ineffective, that it has been 
frustrated." 

That is not the situation at all as I look 
at it. In the situation I have described the commercial 
banks will be selling securities to endeavour to meet 
their loan obligations. They may be raising their 
deposit rates to try to retain deposits. The non- 
banking financial intermediaries, to protect themselves 
against losing deposits, will be raising their rates, 
and to yee their own profit margins they will be 
obliged to raise the price that they charge for credit, 

In our view the price of credit is an 
important factor in determining the use of credit, and 
as long as the central bank can effect the price of 
Credit, and as long as it can feel reasonably confident 
it does that, associated with the rise in the price 
“of Credit will be a stiffening of the other terms of 
Credit, that other lenders will become more selective, 
Will require larger down payments,will insist upon 
other non-price features of an increasingly onerous 
character, -- as long as that is the situation then 
the position, as it seems to me, is one in which the 
Central bank is able in a period of monetary restraint 


to make its influence felt throughout the credit system. 
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COMMISSIONER GIBSON: In the final analysis 
does not increased costs boil down to increased avail- 
ability? Are you not Saying that as the cost, \ of 
credit goes up and works through the System it will 
finally restrain the demand? 

MR. RASMINSKY: In the ordinary course, Mr. 
Gibson, you Houde expect the cost — the availability 
a to go together, and to go ir the-same direction. 
peeb ther words, as credit becomes cheaper, as the 
System becomes more liquid, then, the standards on 
which lenders insist becomes Legs onerous from the 
point of view of the borrower, and in the ebppk ite 
direction, too, I would expect normal price and avall- 
ability of credit to move in the same direction. 

COMMISSIONER §(1BS ON : Have you not #inost 
been Peeing that as the price increases and as people 


4. 


reach out and get cred? in other ways, that this does 
result in a lessening of availability? rs 4 

MR. RASMINSKY: Yes. I made : misstatement 
before, one that could be misinterpreted, when I said 
I would expect price and availability to go ia «the 
Same direction. What I meant was that at the time the 
price would increase, the non-price factors connected 
with credit would also stiffen and the availability 
of credit would be reduced. 
re, COMMISSIONER BROWN: You expect to operate 
more directly through the price mechanism than through 
the availability? 

MR. RASMINSKY: That is right. 


COMMISSIONER BROWN: Just to fly a bit of a 
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kite, we discussed this morning briefly the influence of 
a differential reserve ratio on demand deposits and on 
Savingsdeposits. Just let us kick around the thought 
for a moment that if at some Stage, and over-looking 
the constitutional problems that you and Mr. Leman 
mentioned, it was thought desirable that other inter- 
mediaries carrying on other banking functions, now 
Classified as near-banks, were to be required to have 
cash reserves at the Bank of Canada, would there be 
Some virtue in this, considering this differential res- 
erve ration on tlebasis that they might be at the same 
ratio as was requir d against savings deposits? 

THE CHAIRMAN; Suppose we rise for about 
five minutes or so? 

MR. RASMINSKY: Good, 

THE CHAIRMAN: You have been in the witness 
box for a prolonged period. 


--~ Short recess, 


THE CHAIRMAN: We have an unanswered question 

MR. RASMINSKY : Mr. Chairman, having been 
Saved by the gong I am now able to give an inconclusive 
reply. I think the answer to Mr. Brown's question is 
that Parliament would have to decide at the time on 
the terms under which the near-banking institutions, 
or any particular group of near-banking institutions, 
Came into the fractional reserve system, 

COMMISSIONER BROWN: I think that is under- 


Stood, Mr, Rasminsky. 
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MR. RASMINSKY: Those terms would not 
necessarily, I suppose, be the Same as the terms on 
which the chartered banks are in the system. Under 
the Quebec Savings Bank Act, the institutions covered 
by that act are required to hold 5 per cent of their 
deposits in the form of cash, either with the Bank of 
Canada or elsewhere, A consideration in connection with 
the postulated membership of thet neayshanke would 
certainly be cHe character of their liabilities, and 
the fact the mix of their liabilities is different from 

that of the chartered banks would undoubtedly mean they :' 
have less in the way of demand deposits and more in the 
way of long-term deposits and debentures outstanding, 

and that might lead Parliament to decide that a 

per spe ae Te ratio was appropriate in their 
case, ei 

COMMISSIONER LEMAN: Mr. Chairman, I have a 
question I sHoula take to ask Mr. Rasminsky before we 
change this general area of discussion. I should like 
to refer to page 14 of your submission of yesterday 
where you say that you would like to stress the 
importance of plenty of effective competition in the 
market for the purposes of having effective monetary 
policy, Now, if we talk about the chartered banks 
Sector all by itself, do you see any practical or 
effective ways in which the nature of the competition 
a the chartered banks themselves could be changed 
to bear more upon the question of rates on loans and 
rates on deposits rather than letting it bear more on 


Service than it has in recent times? 
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MR. RASMINSKY: I find that &@ very difficult 
question, Mr; Leman. I do not really think I would care 
now, at any rate, to express any views on this question. 

COMMISSIONER LEMAN: Because elsewhere, on pag 
19, you make a reference to a good deal of rigidity in 
chartered bank lending and deposit rates. I Suppose you 
might consider that as one of the market imperfections 
that you earlier referred to. 

MR, RASMINSKY: Yes, I do. I thought your 
first question referred to price competition within the 
banking system. 

COMMISSIONER LEMAN: Yes, it did. 

MR. RASMINSKY: The rigidities that I referre 
to are, on the whole, uniform rigidities. 

COMMISSIONER LEMAN: That does not necessaril 
make them better? 

MR. RASMINSKY: No, I quite agree with you. 

COMMISSIONER LEMAN: All right, I shall 
drop that question. 

MR. RASMINSKY: Thank you. 

COMMISSIONER GIBSON: Mr. Chairman, may I 
gO back to the matter of the bank rate? I understood yo 
to say, Mr, Rasminsky, that the matter of a fixed rate, 
88 far as you were personally concerned, was one of 
history at this time? 

MR, RASMINSKY: Right. 

COMMISSIONER GIBSON: May I ask you if you 
are referring simply to the new fixed rate whic! started 
I believe, last June, or are you referring to a system 


of a fixed rate with a floating rate as well? 
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MR. RASMINSKY: I meant the reference to be 
beret: Mr. Gibson, but, as I Say, if the Commission 
had any views on either this dual system or any part of 
it, I would certainly pay’ the closest attention to the 
views of the Commission. 

COMMISSIONER GIBSON: Are there any 
difficulties about the dual system as it now exists? 

MR. RASMINSKY: I have not encountered any 
difficulties with the Operation of the dual System, 

COMMISSIONER GIBSON; There are no technical 
problems? 

MR. RASMINSKY: No technical problems that 
have arisen. The dual system leaves the money market 
Repetto: undisturbed. It provides the money market 
dealers with the assurance that they can obtain central 
bank credit at a level Which is in some sort of a 
reasonable relationship to the money market yields, to 
the treasury bill rate, and it isa System which I 
think 1s helpful to the money market. I feel that the 
System provides the central bank with a little more 
flexibility than a unitary bank rate System would 
Provide it with as regards the timing of changes in 
bank rate, 

One can imagine a situation where the 
Central bank would be prepared to permit or encourage 
developments to take place in the short money market 
involving a reduction in the yields of short-term 
Securities, but was not prepared for some time to 
Put its imprimatur, so to Speak, on these developments 


by bringing down the bank rate to what would be regarded 
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In other words, the bank rate might 
on occasion be high in relation to short-term rates, 
and an advantage that I saw in this dual System is 
that one could, permit such a Situation to develop 
without putting the money market dealers in a position 


where they had to obtain central bank credit at 
what would really be penal rates, 


This is the general philosophy of the dual rate 

System, and so far it has not involved any difficulties. 
If it should involve difficulties we would, of course, 
have to reconsider it, as to whether the system should 


not be changed, However, as of now I have no plan 


or intention to change the system. 


COMMISSIONER GIBSON: One of the 
Suggestions made to this Commission was that the 
idea of a floating bank rate might be considered 
with a variable Spread over the treasury bill rate, 
In other words, if the bank wanted to give a signal 
to increase or decrease the spread Over the existing 
credit rate, Did you consider that in thinking 
this over? 

| MR. RASMINSKY: That was actually the 

System that was in force from 1956 until June of 1962, 

COMMISSIONER GIBSON: It was not a 
Variable spread, 

MR. RASMINSKY: It was a variable spread 
in the sense that when the system was announced -- 
I think I am right in Saying this -- the central bank 
Teserved the right to vary this spread, There was 


nO guarantee under that system that the Spread between 
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the bank rate and treasury bill rate would always 
remain at a quarter of one per cent, 

COMMISSIONER GIBSON: But it did, in 
fact, did it not, throughout the period? 

MR. RASMINSKY: It did, in fact, remain 
at a fixed spread, 

COMMISSIONER GIBSON: Do you see any 
merit in that system? 

MR. RASMINSKY: Before I answer the 
question, Mr, Gibson, may I quote from the press 
release of November 1st, 19569 

COMMISSIONER GIBSON: Yes? 

MR. RASMINSKY: The Bank aot after 
Saying a lot of other things: 

"If at any time it appears that 

the Treasury Bill rate is not the 

best indicator of market conditions 

or if it is found that a different 
margin between market rates and Bank 

Rate would be more suitable, or that a 

change in monetary conditions should 

be more strikingly signalized, a 

change in the practice will be made 

and announced. For the time being, 


however, it is proposed, as indicated, 


to keep the Bank Rate at a fixed 
margin of ; of 1% above the average 
| (Treasury Bill) rate ..." 

So the system you are referring to is the one that 


' Was in force, though the Bank never exercised this 
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power that, of course, it had, 

COMMISSIONER GIBSON: I Suppose you 
could interpret it that way, but my impression was 
there was very little emphasis given to any dis- 
cussion in the Bank's report, or anything else, 
that it might vary the spread as a Signal Cachniaces 

MR. RASMINSKY: There may have been 

little discussion given to it, but this is the 
press release that was issued by the Bank at the 
time. You asked whether I see any merit in the 
floating bank rate system, 

COMMISSIONER GIBSON: No, I was asking 
you if you saw any merit in a system of signals 
through varying the spread, You have answered 
the other question because you have put another 
System in which you clearly like better. It was 
Just the idea of whether you saw any merit in 
a System of varying the spread in the floating rate 
in order to give a signal. 

MR. RASMINSKY: If there was a floating 
rate system, ; 

COMMISSIONER GIBSON: yes, 

MR. RASMINSKY: Yes, I would see some 
merit, if one had such a system. I would see some 
merit in varying the Spread on occasions when one 
Wanted to give a signal. 

COMMISSIONER GIBSON: On the question 
of the existing pattern, would you like to see the 
General pattern of interest rates going out from the 


Short-term market, including rates of interest that 


© opinion? Late ma Seon 88 eu i 
oe ‘aera ene ert ee. a 
| atid at whit aud us 4: eee 
| 
| 


si 


in ae 
ers de Nase vite ys bovwet Sew sey ona kaise 


‘pita: oof, dehiod yak soe T xodtedn sein wt 

— gangdaye sox soe i 

antes sew < you | sMORMED ASHOLESINMOS - 
sianyse to deta 8 at digem yas wae uOy | 


| a 


4 


betewaas eved HOY babean edt aaneaey 3 Mw 
néritens Jug eyed Ley sueecud noltseup: ae 


euw tt  »tetvodt atlf yinseio voy dokdw al 
r - " 


ib Sbpem yas wee yoy tervertw ‘to aebr ial ; 
aT 


ae 
= o 


-Laogis & ovis em ob’ 


) 

| ove" giisaoll eft ad O8eTGs aig anivisy kon 12 
; . bs | wi 
| gmivsolt s saw eiedd TT (VHAMIMBAR 4AM) lie 


eet rHO@RTO MamoTeRUMOO | S| 
Bae 


i oo 
expe ash biiow f metas @ dove Bad tg tt 


evoe vse blucw [ .2eY. iYRECINCAR rat 
S46 her enokaseso ao basiqe erly aatsay . 


‘gofteenup sat no hoesTD MRMOZ 
| ode sce OF SE YoY ama 
- “a aoe dito artog eemut 
ar aoe eS eee el 


Nethercut & Young - 7678 ~ 


Toronto, Ontario 


the banl:s charge and receive and the near-banks charge 
and receive, being somewhat more responsive to bank 
rate? 

MR. RASMINSKY: Yes, I would, 

COMMISSIONER GIBSON: Would you care 
to elaborate on that a little? 

MR. RASMINSKY: Well, I think what this 
comes to saying, Mr, Gibson, is that it g0es back to 
the view that I have expressed as to the way that 
the fixed bank rate System operates; that it will 
from time to time be adjusted in line with the rates 
prevailing in the short-term market, and those rates 
are influenced by the central bank's views as to 
the conditions that are appropriate, I think the 
central bank would like to see its influence spread 
pervasively through the whole range of rates in the 
Market. This would mean more variability in banks! 
deposits rates and more varlability in banks! lending 
rates, and, operating in that way, more variability 
in the rates paid and charged by other financial 
institutions, I think this would be a good credit 
market, It would eliminate or reduce some of the 
imperfections represented by some of the present 
rigidities in rates, So that I would like to see 
the structure of rates more responsive to changes 
in bank rate , At the same time I would not put 
forward as a proposal the pooner that the rates 
in the banking system, deposit rates or lending rates, 
Should be automatically linked to the bank rate. 


COMMISSIONER GIBSON: You would not want 
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to see as close a relationship as seems to occur in 
the United Kingdom? 

MR, RASMINSKY: I would not like -- 
and in this I think one has in mind the Structure of 
our financial system and the number of competing 
intermediaries -- I had regarded that idea as a 
rather attractive one at one time, but having regard 
to these other considerations that I have mentioned, 
I have come to the conclusion that such a linkage 
would introduce an element of rigidity into the 
System and that it would be better if there were 
more flexibility and greater responsiveness on the 
part of the banks to the development of market rates 
of interest, 

COMMISSIONER GIBSON: One of the 
disadvantages, of course, of that more or less auto- 
matic response is if you are not too sure of the 
change you are making you may get a bigger reaction 
than you want. 

MR. RASMINSKY: That is quite right. 

COMMISSIONER GIBSON: I was going on 
to another subject, if no one else has any questions, 

THE CHAIRMAN: No further questions 
On that, thank you. 

| COMMISSIONER GIBSON: Mr. Rasminsky, 
we have had a very interesting discussion with you 
and a very interesting series of expressions of view 
from you on monetary policy, running through from 
the role or objectives of monetary policy, the effectivd- 
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the same sort of basic questions, It seems to me 
from what you have Said, and from what our research 
has so far indicated, that it is reasonably clear 
that monetary policy does have a fairly clear and 
not too slow effect on financial institutions and 
interest rates, particularly in the short-term 
interest structure, with a little more lag on bank 
lending policies and with, perhaps, a little more lag 
on lending policies of other institutions, But, 


in any event, you can see these relationships working 


-* 


to quite a degree and with varying responsiveness a : 


the financial area, It seems to me that when we 

come to the question of how these responses affect 
Spending decisions, we are in the area of greatest 
uncertainty and greatest doubt, and we are by no 

means sure how quickly or just how a lot of these 
things work. I do not want to put words into your 
mouth, and if you do not agree with this kind of 
comment I wish you would Say so, but what I would 

like to know is, would you be prepared to Say anything 
more about this business of what the economist or 

what some of our people call a secondary lag; that Le, 
a lag between the response of the financial insti- 
tution and the real decision. Some of these lags 
appear long and some of them are almost indeterminate, 
You have said that you think by and large that monetary 
Policies usually will be in the right direction. I 
Would like to have some reassurance on this, because 

it is just possible some of these lags are pretty 


long; and from the little bit of work that our staff 
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did, some of them seem to be quite indeterminate; in 
other words, you could not see a sensible relationship 
in some areas, 

I am asking you if you would care to 
make any more comments on this area, but let me give 
you an example of the kind of problem that I am 
thinking of in this regard, You have spoken on 
a number of occasions of the problems of the chartered 
banks' responsiveness in their lending policies to 
changes in cash reserves, and the lag and the flexibili 
here, and the differing degree of response, Does 
this mean that the Bank of Canada feels that the 
effects of tightening Bank lending policies are 
relatively more important than the effects of interest 
rate changes resulting from Bank sales of securities? 
In other words, does this sort of emphasis indicate 
& view about this secondary lag, ee the kind 
of policies which are most effective in changing 
Spending decisions? 

MR, RASMINSKY: It is a very interesting 
Series of questions, Mr. Gibson, If I can try to 
deal with the last one first --- 

COMMISSIONER GIBSON: I think they 
all boil down to the same thing. 

MR. RASMINSKY: I think that the impact 
of a change in ‘thebank's lending policy and the impact o 
&@ bank's sales of securities are really tied together, that 
in the sort of situation which one is talking about, 
where there is a lot of pressure of loan demand on 


the banking system, the central bank will presumably -- 
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the assumption that we are making is that the central 
bank will not provide the banking system with the 
aggregate additional resources necessary to Satisfy 
that loan demand, This puts the banking system 

under pressure, to which it responds by Selling 
securities to get the money to finance the continued 
loan expansion, So, these two effects —- the effect 
On eredit conditions of the Sales of securities and 
the effect of a more restrictive lending policy, 

the need to raise credit standards and to be more 
Selective in their loans, because the banks are not 
able to meet the entire demand and they may be 

running out of liquidity and they do not relish 

taking the losses involved in the sales of securities - 
these effects are JOint and operate at the same time, 

I think that our main interest in this 
would be to avoid drastic actions which involve 
extremely large sales of securities with very up- 
Setting effects on security markets, or which in- 


volve very abrupt reversals in banks' lending 


Policy, That can be very disturbing, It is for 

| this reason that we think it would be useful to have 

| @ bench mark for the banks to use in producing some- 
What earlier responses on lending. policy, 

COMMISSIONER GIBSON: It is not 

because you think the effect of interest rate changes 
Tesulting from the Sales of securities is less 
Significant than the effect of a tightening of 
lending Policies, which would be the alternative 


to sales of Securities? Do you see the point I am 
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getting at? I am asking you. if your emphasis on this 
implies a jotaiterté on whether it. is interest rates 
or availability of bank credit which are more 
important factors, 

MR. RASMINSKY: I think I would have 
to answer again, Mr, Gibson, that I think they go 
together, and I would not feel able to choose between 
the availability and interest rate, If the bank 
does not sell, or chooses not to sell the securities 
and to turn more of the loan applications away, is 


that the case that you are taking? 
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COMMISSIONER GIBSON: You expressed a judgmen 
as between these two things that a bank may do when it 
has a fixed cash position and an increased demand for 
loans, and are you not expressing a judgment as to 
which is the more desirable when you try and make a 
more rapid responsein lending policy; the bank has the 
alternative of selling securities, by cutting back on 
loans and at some point there is a question of choice 
here? 

MR, RASMINSKY: I think that the only judgmen 
that I am expressing there is the Judgment that response 
should be gradual. I don't mean to be expressing any 
choice as between one response or the other, but menely 
the judgment that abrupt changes in lending policy are 
worse than gradual changes. in lending policy. 

COMMISSIONER GIBSON: And Similarly, that 
abrupt changes in Security prices are worse than gradual 
Changes in security prices, 

, MR. RASMINSKY: That is right, yes. On your 
first question, on the question of lags, I am interested 
in what you have to Say about the study done by the 
Staff of the Commission. I haven't seen the study and 

I would be very interested in seeing it and would be 
Glad to comment on it when I do see Ly 

The matter of lags is, indeed, a difficult 
One. One knows that in some fields the lags in 
response are short enough to be capable of accomplishing 
the results that you have in mind. I think that this 
18 certainly true in respect of international capital 


movements. There the lags seem to be reasonably short. 
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COMMISSIONER GIBSON: That in a sense is 
a financial response, isn't it, though? 

MR. RASMINSKY: Initially, at any rate, 
it is a financial response. I know there are some who 
feel that the lags are go long -- that the lags in the 
response of varying credit conditions on the demand for 
goods and services -- that they are so long that there 
is some danger that a given monetary policy will produce 
adverse effects; that if the central bank sets out to 
tighten conditions because it thinks that the economy 
is going full steam ahead and going into an inflationary 
boom, that by the time this effect on credit conditions 
works its way through the economy, the economy will be 
in a recession, and there are Some, I know, who even 
80 So far to say that this danger combined with the 
"lack of intelligence" normally to be found in central 
banks -- and that is in quotation marks -- is go great 
that it would be better for the central bank to operate 
on the basis of some purely automatic formula. That. it 
would be better for a Judgment to be formed once and 
for all that the money Supply should be increased at 
the rate of X per cent a year, and month in and month 
out that the central bank Should take action to make 
Sure that the money Supply is increased by X over 12 
Per cent a month. 

COMMESSIONER GIBSON: There are many at 
variance with this view, and I am interested in your 
Comments on it, 

MR. RASMINSKY: Well, I don't agree with 


any of the assumptions on which the view is based, but 
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I will comment only on one, 

It 13 my judgment -- and I agree that it is 
only a judgment, I will not be able to prove this 
statement -- that the expansionary phases of business 
cycles are long enough and that the probable lags in 
the impact on credit conditions on the demand for goods 
and services are ghort enough that there is not great 
danger that central bank action will be adverse in its 
effects and that, on the contrary, there is a good 
chance and a chance worth taking that central bank 
action can be a mitigating factor in combination with 
other policies in restraining the excesses of expansiona y 
periods. 

COMMISSIONER GIBSON: And in postponing 
expenditures to a time when they might be more needed? 

MR. RASMINSKY: Yes, 

COMMISSIONER GIBSON: Thank you very much. 
Now, in this same vein, going back to the objectives 
we talked about in the beginning, you developed the 
many limitations of monetary policy, and we have been 
thinking of a worse one, which is knowing just what 
really happened, In view of this, how ambitious should 
we be in Setting out objectives? It is a pretty 


elaborate series of objectives, 


MR. RASMINSKY: These objectives in paragraph 
I of section II are the objectives of public economic 
i Policy, 
! COMMISSIONER GIBSON: Yes Sir, I know. 
MR. RASMINSKY: I don't think that we should 


} Set our sights too high; I dunit think that we shoulda 
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make excessive claims and I think that the general 
tendency is, in Facts«to Claim more for the effective- 
ness of monetary policy than is Justified, 

COMMISSIONER GIBSON: What I am really gettin 
at is how closely do you think central bank and the 
other cooperative arms of Bovernment should attend to 
what the economists call the short cycle. In cther 
words, should the emphasis .be mainly on trying to 
control short cycle or Should you be taking a longer 
view of this? 

MR. RASMINSKY: I think you should be doing 
both. I don't think that this is a choice that has to 
be made, Mr. Gibson. 

I ‘think. that the whole combination of public 
policies can have a Significant influence on the short 
cycle. I don't think that it is an accident that the 
cycles in the last 15 years or so have, in fact, been 
Shallower cycles than they were before the war. I 
think that this is at least partly due to the compensatory 
effect of various types of public policy and fiscal 
policy and monetary policy. So, while I don't think 
that one should claim too much, I certainly wouldn't 
want to write off as insignificant and not worth going 
for the Stabilizing effects that public policy can have 


On the short cycle, 


COMMISSIONER GIBSON: Well, would you think 
that it was particularly important for a central bank 
to keep its eyes a little further ahead than that, 


admitting it might be effective to some extent, the shor 
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cycle? In other words, from time to time you get 
substantial changes in economic Climate which imply a 
sort of a different order of policy, and we had such a 
change, I Suppose, at the end of 1957, and it began to 
be clearly so recognized around 1958, or SO, which 
Suggested different kinds of Policies, different 
emphasis. Is this the area where central bank ought 
to be thinking particularly? 

MR, RASMINSKY : I think that this is one of 
the areas that the central bank Ought to be concerned 
With. ;. I Suppose one of the contributions made by public 
policy -- and in this connection largely by central 
banking policy ~= to the economic recovery of Europe 
in the last several years was the elimination, the 
actions of various Sorts taken to eliminate the excess 
liquidity from the economy that was developed by the 
war. 

The long run, the long range attitude, 

is something that the central bank should 
have in ming at all times. I think that the central 
bank -- if one looks at it this way -- that - 
the central bank Should be concerned as regards its 
Own affairs with the question as to the adequacy 
Over a long period of time of the growth of the money 
Supply in relation to the Srowth of the gross national 
Product. that I think is something that the 
Central bank Should be concerned about. But I don't 
think that one thing has to be given priority over 
the Other, and I think that the two types of preoccupati 


the long run Preoccupation and what the contribution 
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can be to economic Stabilization in the short run can 
go hand in hand, 

COMMISSIONER GIBSON: We are just about 
reaching our Closing time, but I would like to leave you 
with a question that perhaps we might take up in the 
morning. 

MR. RASMINSKY: If it is easy, I will answer 
it immediately! 

COMMISSIONER GIBSON: It is not} 

MR. RASMINSKY: If it igs not, I would rather 
you didn't ask it! 

COMMISSIONER GIBSON: Well, it is the same 
thing put another way. How would-you Judge whether 
or not central bank policy was successful or failing? 
In other words, how do you Judge your failures in your 
business? This is a very difficult question and I 
wouldn't want to press you for an answer now, but it is 
a4 question of trying to get at the same old business 


of how effective monetary policy is and what are the 


Standards by which you judge its success or failure? 
i COMMISSIONER LEMAN: ‘The alternative is 

; that the Governor has to work all night: 

d THE CHAIRMAN: We will adjourn unless you 

4 Can answer right off the bat, 

) MR, RASMINSKY:; Well, I will give Mr. 

) Gibson the choice of two immediate answers, One would 
be that you do not judge it by your correspondence, 
€nd the other would be that you do Judge it by 


&Ppointing a Royal Commission! 


THE CHAIRMAN: We will now adjourn until 


9:15 tomorrow morning. | 
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Ottawa, Ontario, 
Friday, 
January 11, 1963. 


oo AY 9.15 ACM ‘the hearing resumed. 


THE CHAIRMAN: I declare the meeting 
open for discussion. 

COMMISSIONER GIBSON: Mr. Rasminsky, do 
you wish at all to pursue the Subject we ended with 
last night? I had asked you if you could say any- 
thing about how one would measure failures and 
Successes of monetary policy. You gave two very 
appropriate answers but they were not quite full 
ones, 

MR. RASMINSKY: Mr. Gibson, had you 
asked me the question this morning instead of last 
night I would have had a better night's Sleep and 
you would have had a better answer, The question 
you have ery in fact, an important, meaningful 
question. It is alsoa frustrating one. I Suppose 
With respect to | monetary policy, as with respect 
to anything else, what one means by success is 
the degree to which it achieves that which it is 
capable of achieving, and consequently I suppose the 
Starting point in answering your question would have 
to be a view as to what the potentiality of monetary 
policy is. 

If one had the opinion that monetary 
Policy was a panacea which could cure all ills, then 
the test of success would be the behavior of the 


economy. If the economy behaved well you would decide 
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you had a good one, and if it behaved poorly you would 
decide you had a poor monetary policy. 

I imagine it will come as no Surprise to 
you that that is not the view I take, I think that 
monetary policy has to be regarded as one element 
in the whole mix of public policies which is brought 
to bear on a situation which includes many elements, 
some of which are Susceptible to influence on the 

part of public policy and some of which are not 
Susceptible to great influence on the part of public 
policy. 

In appraising success: one is faced 
with the difficult Job of endeavouring to decide 

of other policies 
whether within this mix/which at any given moment 
as given 
of time the central bank has to take / though it may 
be trying to change the mix -- whether within ‘this 
mix monetary policy has done its part, given 
the real external conditions. 

This is a job worth trying to do,con- 
tinuously to form these appraisals. It is a job 
that requires a good deal of work, a good deal of 
Judgment, the use of such analytical tools as one 
has. I think that this is the way it is done. I 
do not think, viewing the role of monetary policy 
a8 I do, that there is any Single or even double 
criteria that can be taken to determine what the 
degree of success has Se aii 

COMMISSIONER GIBSON: I suppose our 
monetary policy is fairly similar to that in the 


United States, and if economic conditions are fairly 
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Satisfactory in both countries then this is a 
reasonable state of affairs. Do you consider it in 
part by looking at the difference between the monetary 
policy here.and the monetary policy across the line, 
and then endeavouring later to Satisfy yourself as 
to whether those differences were justified? 
In other words, is what the Americans do an haposednt 
benchmark? 

MR. RASMINSKY: Yes, I am very glad you 
mentioned that, for that isa point of such importance 
Prat I should have included in my reply, not perhaps 
in the precise form in which you have put it, but 
one of the elements~ in our situation is our relation- 
Ship with the United States. It crystallizes, in 
a sense, Lass form of capital flows as well as 
trade flows, and in looking at the Success or 
otherwise of monetary policy it seems to me that 
one must at all times have this relationship in mind, 

COMMISSIONER GIBSON: Is it fair to say 
that when we deviate Substantially from the sort 
of policies being carried on, particularly in the 
United States, we usually have a pretty good reason 
Or it? 

MR. RASMINSKY: Yes, that is a very fair 
Statement, Mr. Gibson. 

SCOT SSTONER GIBSON: Are there any other 
questions along this line? 

COMMISSIONER BROWN: I am probably wrong 
in this and perhaps you can correct me -- 


MR. RASMINSKY: I thought it was.tese 
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majesty to correct a member of a Royal Commission, 
COMMISSIONER BROWN: Do not hesitate. { 
' am wondering whether in retrospect you consider the 
timing of moves that you have made in relation to 
the phase of the business cycle as they show up in 
the later statistics? In other words, presumably 
the ehoceer that you can get these lags between the 
facts as they exist, the moves that you make and 
the effects that you have, presumably you have a 
greater opportunity to ‘be right? 

MR. RASMINSKY: Yes, I quite agree with 
that, The more information one has and the more 
up-to-date information one has, the more is one likely t 
be able to narrow the range of error in the judgment 
one forms as to what the economic Situation is and 
as to what the economic prospects are, and therefore 
as to the type of monetary policy which is appropriate, 

COMMISSIONER GIBSON: Do you ever go back 
Over the years and sort of draw a monetary policy 
that you would have pursued if you had known the 
things that were going to happen? 

WR. RASMINSKY: I have been so busy 
pursuing monetary policy in the last year or two 
that I have not been able to devote much time to 
g0ing back over the years, Mr. Gibson. 

COMMISSIONER GIBSON: This is an exercise 
Which I think some of our people tried a little, 
g0ing back and seeing what in the circumstances 
would have been the best thing to do, and then 


measuring against it what was done. 
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MR. RASMINSKY: Yes. I did not mean to 
Suggest by my reply that it was not an exercise 
which was worth pursuing. I took it your question : 
was addressed to me pbieohetis.. | 

COMMISSIONER GIBSON: I am trying to get 
an understanding of how you measure failure and 
success, if there are any real, satisfactory 
measures? 

MR. RASMINSKY: Have any ideas of such 
a measure occurred to you, Mr. Gibson? 

COMMISSIONER GIBSON: That is the only 
kind of approach I can think of, and of course you 
do it with the full benefit of hindsight and you 
are not even certain then, but, at any rate, you 
have what happened in front of you, and this is 
a considerable advantage compared with the condi- 
tions under which you actually operate. 

MR. RASMINSKY: Yes. I am sure that 
this exercise you speak of, looking back and trying 
to form judgments as to what was done right and what 
was done wrong, and what one with the benefit of hind- 
Sight would do -- I am sure that that sort of thing 
is worthwhile, 

COMMISSIONER GIBSON: If none of the 
other Commissioners wish to follow this sub ject 
further --- 

COMMISSIONER LEMAN: There is one point 
I should like to go back on that was discussed yester- 
day, Mr. Gibson, if you are through on this. 


COMMISSIONER GIBSON: Yes. 
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COMMISSIONER LEMAN: In answer to a 
question I asked yesterday about the idea of the central 
bank paying interest on the Statutory deposits of 
the chartered banks, I believe that the Governor 
contended that this would weaken a little bit the 
leverage of the central bank on the chartered banking 
system. Would that still be true, sir, if it were 
limited to the minimum deposits that have to be 
carried by statute, or would it then become only 
a matter of cost to government, if any excess cash 
_ reserves would not draw interest, but the minimum 
statutory reserve would draw interest? 

| MR. RASMINSKY: In that situation the 
argument that I made yesterday would not apply, for 
the point of leverage is on the excess cash that 
there is in the ee I think that the considerations 
involved there would be partly one that you mentioned, 
the effect on the distribution of earnings as between 
the private banking system and the public. Another 
consideration would be what the customary practices 
in this field were, The deposits with the Bank 
of Canada are demand deposits, and if it were the 
general custom to pay interest on the demand deposits 
then this would certainly be a consideration which 
would be appropriate for the central bank to take 
into account. Apparently I misunderstood your question 
yesterday. 

COMMISSIONER LEMAN: That may be because 
my question was not quite precise enough yesterday. 


MR. RASMINSKY: You could, of course, in 
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a Sense carry the thought of the Bank paying interest 
on that portion of our Sight liabilities which takes 
the form of deposits with us further and suggest 
that we should pay interest on our outstanding note 
circulation as well. 

COMMISSIONER BROWN: I am just wondering, 
Mr. Rasminsky, how logical it is to call a statutory 
deposit a demand deposit? 

MR. RASMINSKY: It is a demand deposit, 
Mr. Brown, 

COMMISSIONER BROWN: But it has to 
be kept there, “You cannot demand it. That is what 
I mean. It is not logical. 

MR. RASMINSKY: It has to be kept there. 
On the average, It is not fixed day-to-day, 

COMMISSIONER LEMAN: If the publioits 
deposits in the banks go down, of course, they can 
draw down their deposits with the Bank. 

MR. RASMINSKY: You mean, if there 
is an increase in the total circulation? 

COMMISSIONER LEMAN: No. y Say that 
if the deposit liabilities of a given bank go down, 
then they can immediately draw down their deposits 
with the Bank of Canada. 

MR. RASMINSKY: That is right. That 
would constitute a shift of deposits within the 
banking system. There always are such shifts taking 
Place, clearing balances, which result ultimately in 
a transfer of deposits from one account with us to 


another account with us, yes. 
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COMMISSIONER GIBSON: mr, halaman: 
perhaps we might 80 on to another area, the Sub ject 
of debt policy or debt management. In section 3, 
paragraph 10, and preceding paragraphs, you say in 
eiiect that if monetary policy wishes to influence 
directly the level of Structure of interest rates, 
the virtual fusing of monetary policy and debt 
management operations would be required, 

I am telescoping this a little, but 
I think that is the meaning, Might I ask you first 
how far our monetary policy and debt management 
operations are not fused now? There is a good 
deal of evidence of close co-operation in terms 
of consultation in respect of new issues, in terms 
of participation of the Bank in treasury bill auctions, 
the co-operation of the Bank and the Department of 
Finance in relation to advanced refunding, and so on, 
There are dice of things which indicate a high 
degree of co-operation, 

MR. RASMINSKY: Yes, indeed there is 
@ high degree of co-operation, Mr. Gibson, 

COMMISSIONER GIBSON: Is it something 
approaching fusion? 

MR. RASMINSKY: What would you mean 
by fusion, Mr. Gibson? 

COMMISSIONER GIBSON: Well, you used 
the term, Governor. You said that if monetary policy 
wanted to influence directly the level or structure 
of interest rates, the virtual fusing of monetary 


Policy and debt management operations would be required. 
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MR. RASMINSKY: I would Say that what 
you have now is co-operation and co-ordination without 
fusion, In using the term "fusion" what we had 
in mind is that there would be a Single source of 
decision, a single source of authority with regard 
to both of these operations, that they would be 
carried out as a unitary Operation, and one can 
think of certain central banks where that is done. 

These are central banks magee practice 
is at all times to vperate directly in the long- term “ 
market. That is not the Situation here, and con- 
sequently there is not fusion of debt management 
policy and monetary policy here, : 

With respect to debt me policy, 
the decisions on the terms and conditions of new 
issues, and the other factors involved in debt 
management policy as we have defined it at the 
beginning of our submission on that subject, are 
taken by the Government of Canada, and the Bank acts 

88 fiscal agent and adviser 
to the government, whereas the decisions on monetary 
policy are taken by the Bank. 

.COMMISSIONER GIBSON: In other words, 
because monetary policy puts a good deal of emphasis 
On operations at the short end of the market for open 
market purposes, and cash management and debt manage - 
ment puts emphasis on the whole structure, and 
particularly the medium and the long, if you like -- 
or just as much the medium and long as the short, 


then they are two separate functions, Is that a fair 
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statement? 
MR. RASMINSKY: I think they are 

Separate functions, Mr, Gibson, because they are 
Set up as separate functions. That is the structure 
that we operate, that the decisions with regard to 
the characteristics of government debt issued, the 
terms to maturity, rate of interest, the callability, 
the possible’ convertibility into other issues -- 
these decisions are taken by the government, whereas 
decisions with regard to monetary policy are taken 
by the Bank, Obviously the two things are inter- 
related, and there are many points of contact quite 
apart from the fact that the Bank is the fiscal 
agent and adviser to the government and acts as such 


in connection with public debt transactions, 
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COMMISSIONER GIBSON: I understand that. 

What I am trying to get is, why shouldn't 
they be inter-related? What are the reasons why the 
monetary policy has a little different slant in thinking 
about interest rate structure than has debt management 
policies? Let us look at Lo,, .or example, from the 
standpoint of debt management policies: is there a 
conflict between debt management and monetary policy 
when interest rates are’ high, or gre rising rapidly? 

MR. RASMINSKY: ‘No, on the contrary. .rms: 
you mean, need there be a conflict between debt manage- 
ment policy and monetary policy when interest rates are 
rising? 

COMMISSIONER GIBSON: Does there tend to be 
a conflict? 

MR. RASMINSKY: cr don't think so. On the 
contrary, may I give an illustration of the lack of 
conflict? 

This summer, as I indicated yesterday, the 
monetary policy of the Bank was largely influenced by 
the reserve situation and by the need to attract a 
Sufficient inflow of capital to restore the reserves. 

It was necessary, in the judgment of the 
Bank, in those circumstances to pursue a monetary policy 
which would result in a differential in interest rates 
large enough to attract capital including long term 
Capital. At the time the volume of new issues Put out 
by private borrowers and junior government’ was 
relatively low. This made it necessary, in the light 


of the strong demand on the part of the general public 
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for government securities which developed in the summer, 
for the central bank to Carry out a monetary policy whic 
had the effect of Supplying securities to the public 

from the banking system, This, of course, was the basic 
factor underlying the rather short lived contraction in 
bank assets. which took Place in the course of the 
summer, 

The government, in the month of August, as 
part of its debt management policy, and as part of the 
coordinated process to achieve these objectives, issued 
the 53's of 1980, a long term security which helped to 
Be ccurities to the market which were necessary 
if these general objectives were to be achieved. 

So, it certainly is not the case that there 
1s an inherent conflict of the type that you mention 
in your question. 

THE CHAIRMAN: That was done on your advice 
48 adviser to the government, was it not? 

MR. RASMINSKY: Mr. Chairman, the government 
takes all sorts of advice from all Sorts of people and 
makes up its own mind what to do. The Bank is, as I 
Say, the fiscal agent and adviser of the government, 
and as such we give the government the best advice we 
Can. The government then decides what to do. 

THE CHAIRMAN: Irrespectdve of whose advice 
the government followed, the net ae of that trans- 

action was thas they did follow a course which was 
Consistent with your monetary policy? 
MR. RASMINSKY: Yes. That was, I would Say, 


am example of coordinated, not fused» debt management 
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and monetary policy. 

THE CHAIRMAN: It seems rather a subtle 
distinction to me, 

MR. RASMINSKY: All I ean 8ay is that it 
does not seem so to us, Mr, Chairman, 

COMMISSIONER GIBSON: Looking at it a little 
differently perhaps, are not the objectives of economic 
Stabilization, which is one of the principal objectives 
of monetary policy, and the objectives of debt manage- 
ment sometimes thought to be-- let us not say "in 
conflict" -- but to be running a little different 
course? 

The traditional objective of debt management 
1s to keep the cost of debt at the lowest feasible 
amount in relation to having a well balanced series of 
maturities. This begs a lot of questions. The need 
for stabilization is sometimes to raise the interest 
rate and sometimes to lower it, 

And if debt management and stabilization 
were closely meshed together you might have a refunding 
Operation at times when interest rates were relatively 
high. Indeed, this might be used to assist economic 
Stabilization, to think in terms of converting debt 
at times of rising interest; rates, 

Do you see any basic difference in the 
approaches to debt management and monetary policy? 

MR. RASMINSKY: The basic difference I see 
to begin with are the decisions regarding debt menage- 
ment, which are taken by government, and the decisions 


regarding monetary policy, which are taken by the 
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central bank. 

COMMISSIONER GIBSON: I appreciate that, 
What we are trying to get at is the possibility of 
coordination and how far the two can work together on 
any stabilization program. 

MR. RASMINSKY: May I ask you to repeat 
your question. I am afraid I really have not grasped 
what your question is, 

| COMMISSIONER GIBSON: The basic problem of 
debt management is to overcome the increasing shortening 
in the term of debts. Debts are always getting shorter. 
Sometimes you have to refund it, convert it, keep turnin 
it over, and keep an adequate structure of 
maturities. This means there is a constant problem of 
converting debt. Is there any conflict or any differenc 
in the approach involved in this process of converting 
debt and preventing it from getting too Short, and the 
approach that is involved in the policy of economic 
Stabilization? 

MR. RASMINSKY: You have stated one of the 

considerations that is involved in debt management, 
that is, in the debt management decisions of the 
B0vernment. I suppose there are many considerations 
involved in debt management decisions of the government, 
Some of which are quite similar to those involved in 
monetary poligy - decisions relating to the views that 
are formed from time to time regarding *.1¢ liquidity 
of the economy, the appropriater. ss of evding to 


' the liquidity or Subtracting fro. it by issuing 


Securities that are long or short. 
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I suppose the government is influenced by 
other considerations as well, such as considerations 
regarding the nature of the debt, where the demand for 
the securities of the type is, and the consideration 
of costs, 

The point to which you refer, the existence 
of a large amount of Short term debt which continually 
has to be refunded, means that debt management Policy is 
active, that there are frequent occasions in which 
there are new issues for refunding - even if there is 
not new money, there are new issues -- and that is one 
of the facts of life so far as the central bank is 
concerned. This is Something that the central bank has 
to take into account. It means that at certain periods, 
when refunding takes place, that the monetary policy 
has to be conducted in the knowledge that a refunding 
issue is taking place, 

It is not within my experience that the 
frequency of refunding issues constitutes a major 
impediment to the central bank in Carrying out the 
monetary policy over a period of time that it 
considers appropriate, | 

COMMISSIONER MACKINTOSH: May I interject 
here? If I may say So, Mr. Rasminsky, it seems to me 
that your explanation, or your appreciation of, last 
Summer's episode does not strike me as quite correct. 

You say it illustrates no conflict. Wéitt; 
if it just happened that froma debt management point 
of view it suited the government to launch a long term 


issue at that rate, then I think you were very lucky, 
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-I took from what you said that it 
might at other times have suited the government to issue 
a different maturity, and perhaps get a lower rate, but 
that it was possible to sort out the priorities here and 
suit the government's financing to the picture, includin 

capital 

your desire to attract U.S./and to put securities in 
the hands of the public; and that there wasn't any 
conflict between cost and monetary policy, but that it 
was possible to resolve the conflict in an ecceptable 
and, I would think, a thoroughly effective way. 

Surely, the government would always wish 
to borrow at be cheapest rate, if it could be shown 
that this would not bring problems in their way at a 
later time, but they have to think of larger consider- 
ations than just the cost of money next Wednesday. Is 
that not fair? 

MR. RASMINSKY: I think I said in my opening 
Statement before the Commission, Dr. Mackintosh, in 
connection with public policy decisions,as in connection 
with most other decisions ,there are at. ali~timesconf licts 
of considerations. 

COMMISSIONER MACKINTOSH: Yes. 

MR. RASMINSKY: And that the consideration of 
cost may at times be in conflict with the consideration 
of appropriateness in terms of economic policy. I do 
not think there is anything unusual about the Situation. 
At one time or another I suppose the government would 
lay more weight on the consideration of cost; and 
at another time it may lay more weight on the p blic 


Policy consideration. 
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COMMISSIONER MACKINTOSH: I thought this was 


2jan admirable illustration of the way in which policy was 


coordinated. It was just what I understood your state- 
ment to be a few minutes ago, that this was an illus- 
tration that conflict need not arise between debt >: 
management ... 

MR. RASMINSKY: Yes, 

COMMISSIONER MACKINTOSH: Rather, I thought 
it was an illustration enue conflict did arise, as you 
said in your earlier Statement, but that these things 
could be resolved into an effective policy in terms 
of the situation as you faced it. 

MR. RASMINSKY: With great respect, Dr. 
Mackintosh, I think I would stick to the statement I 
made. I think the point of view that you are putting 
forward would be one that I would subscribe to if it 
were the case that at all times the only appropriate 
consideration for government in respect of debt manage- 
ment was cost. But I would not subscribe to that view. 
It seems to me that is one of the considerations, and 
an important one, but not by any means the only 
consideration. 

Another consideration that is appropriate 
for the government to have in mind, anc that it does have in 
mind, in determining its debt management is theeffect o 

Be erist ics of/nex issues on liquidity in. the 
€conomy, and on credit conditions in the economy. 
COMMISSIONER MACKINTOSH: I think we are 


Perhaps differing a little. I was not talking about 


any conflict of view between the governnent and the 
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Bank. 

MR. RASMINSKY: Neither am I, 

COMMISSIONER MACKINTOSH: Because the govern- 
ment has other responsibilities than debt management, 

I was simply talking about some conflict of view between 
those who look at debt management separately and those 
who look at monetary policy. 

MR. RASMINSKY: There I am Suggesting there 
are conflicting situations for government. There may 
be a conflict between its desire, to have the lowest 
possible rate of interest on outstanding debt and its 
desire to have a structure of debt which is more evenly 
Spaced over time, one which provides for the real needs 
of the economy, the needs that individuals and 
institutions in the economy have for long term debt, 
and one that helps to influence credit conditions in 
an Bepeeonik ee way. 

There are indeed conflicting considerations, 
but I would not agree that this means that there is a 
conflict between the point of view of debt management, 
that is, the debt management authorities,on these 
matters, Pattie monetary authorities. 

COMMISSIONER GIBSON: Leaving out the govern- 
ment and the Bank, I am just thinking of the principle 
of debt management and the principle regarding monetary 
Policy. I presume you have to wear two hats; when you 
are giving advice in debt management you are thinking 
of debt management, or are you trying to blend debt 
management and monetary policy together? There are 


different considerations which apply to each. 


ys 


a 
a 


“7% 


gxemsegsonem Fds5 Asif sattilidienegast neitae 


want & 


; Sir 
saedd- no, gsititonsye tasmegecem dasbd sdv at 


el(gtonl1g 


afanom gtttbvegey sigfoning sit bas toomegenem tds 


vay canw 


girta inked S38 HOY cnsssgbriba deb mt sobybé any 
*dob brett o3 qatet? woe eve so da 


ote 9" SAP a eae t re: 


‘eagoua me L agsd? “:YHSALMSAR CAM” 
ht sve oF .ontesh aft abewded hone 


om at Mote dsb to etetourds & sved oF Saks 


: es oe 
Ss waol TO7 SY Gr Cio ed? at anoteugd 


> t 
~“2¢ room hs 
, oleae rs, 


qed? todd eceaem sfdd todd «sane 2oa bieow zs 


ohn ¢d45 “lo welv Yo soboq att neswisd FORDE 


.t & todd Lei | ste 
ehueos& : #eOTvELOHAM sawores 


ts 


swtead waivy to Poll taeo shoe Ivods geiktted ye iE 


in r 
qiasersqee titéuiegensm Ideb aac oer 


U 


¢) 


‘a 
° 


okieg ¥ 1eesnon ta 


lag Ot ato lteviie anksorl inet 


q) 


asbnectetua ao Jadeatar to otis btdte 


~ @ 


afi yo eebivenw deftdw sxe ,smisy yeve £ 


i Pr 27 
2 ‘it 4 rt mt 2 Sit ; OST ari? , wmoreas ec 
® 


op Gtbens sonsultek of aqisd Jeane sie 
vow atakaqoiqge”™ 


c ; i al 
(y —< 
Nénod) yrittoli icon ‘Besndl sve siete 79 


seldivoddve yratenom eit Bags (ete 
: me gaa hs 
tie yoatvest ;MOURID) SBMOLESINMOD al 


oF 


ott to gabiatdt tewt we I .vaée sdt-one 


sated oud ‘iesw ied eran voy smuestg 10% 


j 


— ir 


Poe ye en 


Nethercut é Young rs 7709 = 
Toronto, Ontario 


MR. RASMINSKY: When I give advice on debt 
management I give the best advice I am Capable of giving, 
as fiscal agent and adviser to the Government on debt 
management. It has not been within my experience, Mr, 
Gibson, - which, as you know, is quite limited in time - 
that I hawe felt any conflict between the advice 
I have given to the government on these matters and my 
monetary policy function. 

| COMMISSIONER GIBSON: Can you imagine cir- 
cumstances where there might be a conflict, not between 
you and the government, but | Withy you in your two 
Capacities, one Biving advice on debt management and 
the other in thinking of monetary policy considerations? 

MR. RASMINSKY: I find it difficult to imagin 
such circumstances, because I believe that debt manage- 
ment and monetary policy are both coneerned with credit 
considerations, and the line of policy that one would 
Wish to follow in one is therefore going to be Similar 
to the line of policy one would wish to follow in the 
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One can imagine a circumstance like this, Perhaps; let 
us Say that we are in the later Stages of a boom, and 
let us assume that monetary policy is tending to be re- 
strictive, that monetary policy is designed to reduce 
the liquidity of the economy and to tighten credit 
conditions -- in these circumstances the ideal 
disposition of debt management policy would be to 

issue long term debt rather than short term debt, 

but these are circumstances in Which it might be 
difficult for government to issue long term debt because 
other borrowers are competing in the market and the 
government doesn't want to be in the position of 

Seeming to take the money away from provinces and 
municipalities, and go on. 

COMMISSIONER GIBSON: And would be paying 
a high rate, COO, at that time? 

_ MR. RASMINSKY: That is a consideration, 
but may I leave that aside and develop this point. 

There would be a conflict, I can see a 
theoretical possibility of a conflict there, if in these 
circumstances the i bank did not have it within 
its power to produce credit conditions that were tight 
enough and the government was reluctant to help by 
issuing long term debt. This is a theoretical possibilit 
but to my mind this is only a theoretical possibility 
because I believe that -- in the circumstances that 
I have described -- that even wihtout an assist 
from government in the form of an issue of long term 
refunding issues, that it will be within the power of 


the central bank to produce conditions that are tight 
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enough for anybody's liking, 


COMMISS IONER GIBSON: You paint & rather 
extreme picture here; you Say that in these circumstance 
theoretically the government may issue Some long term 
debt, but it is faced almost constantly with the problem 
of maturities, and in these circumstances what does it 
do, does it put out debt.that keeps the maturity 
structure above neutral, or does it tend to just put out 
Short term debt? If it does this, you are having to 
offset the influence, isn't that correct? 

MR. RASMINSKY: To offset? How do you mean? 

COMMISSIONER GIBSON: The point is that df 
Short term debt is put out in the latter Stages of a 

oA 
period of expansion, you are tending to keep the economy 
liquid or making it more liquid rather than to try and 
keep the same maturity structure you have all along. 

MR. RASMINSKY: I am Sorry, I thought I had 
Just dealt with that point. It would be my judgment 
that even without the assistance of government in puttin 
out long term debt in the later stages of the boom that 


it would be within the power of the central bank 


to influence credit conditions ag necessary, 


COMMISSIONER GIBSON: I understand that. You 
Said assistance of government, but if government wasn't 
keeping roughly the same maturity structure it would be 
“Working in the opposite direction. 
MR, RASMINSKY: Well, the maturing debt, by 
ene time it was maturing would be short debt, it would 
; be very liquid. 


COMMISSIONER GIBSON: Let us take another set 
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of circumstances; a period when there is a lot of 
liquidity in the economy, when you are Just beginning 
to recover from a recession and the central bank is 
deliberately making the economy as liquid as it can 
from the cash point of view and you are hoping that 
this will take; this is a time -- and business igs 
beginning to pick up -- this is a time when in terms of 
debt management you might think of going out longer 
because interest rates are favourable and the market 
is fairly receptive, yet in the interests of stabili- 
zation you may want to keep your refunding operations 
as short as possible and keep away from conversion 
operations so as to keep this liquidity working to 
stimulate business; isn't there -- let us not say a 
direct conflict but a difference in approach here? 

MR. RASMINSKY: There certainly is a 
difference of approach and this perhaps is a good 
reason why there should be two independent authorities 
that decide on what shall be done, if I can understand 
the generalized Statement that you are making, Mr. 
Gibson, 

COMMISSIONER GIBSON: I was giving more 
or less an opposite Situation. 

MR. RASMINSKY: Yes, I know; I mean, if what 
you are saying comes down to this, that it is not 
inevitable that the debt management decisions of 
S0vernment shall be contracyclical in character, whereas 
it is inevitable that the monetary policy decisions of 
the central bank shall be contracyclical in character, 


That is the generalized statement that you are making, 
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I think that is correct —_ the first is not inevitable, 
COMMISS IONER GIBSON: I 80 a little further 
than that and I would Say that central bank's interest 
in terms of Stabilization is always Contracyclical, but 
debt management may quite frequently be tending in a 
cyclical way; not always, but quite frequently. 

MR. RASMINSKY: I don't See why it should 
quite frequently; I think that in general that the 
interests of the government in economic Stabilization, 
in trying to maintain the appropriate credit conditions 
in the various phases of the Cycle, are just as strong 
as the interests of the central bank and we don't have a 
monopoly on a desire to have Stabilization effects on th 
economy, so I don't see at all that there is any inheren 
conflict between the type of decision that government 
Will take with regard to debt management and the type 
of decision that the central bank will take with regard 
to monetary pol ser: 

COMMISSIONER GIBSON: I am not Sure there is 
an inherent conflict in the sense of the long range 
effects and results; indeed, one could argue if debt 
management were guided largely by stabilization consider 
ations that the cost of the debt in the long run might 
not be any higher than if they just tried financial 
Conversion when it seemed to be cheapest, because the 
investor would be getting a better deal by using 
Stabilization procedures and might have a higher regard 
for sovernment securities, but intheshort run surely 
there is g divergence. 


MR, RASMINSKY: I don't agree with that last 
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statement that in the short run there is Surely a 
divergence. If what you mean is that there is a 
possibility that debt Management policy will be bad, 
then I agree, peer: is such a Possibility. I would also 
agree that there is 3 Possibility that monetary policy 
will be bad, but I don't see any inevitability of it. 

COMMISSIONER GIBSON: Let us turn the questio 
this way, do you think that debt management policy 
Should be guided to a very large extent by stabilization 
considerations? ; 

MR. RASMINSKY: I think that stabilization 
considerations and a contribution 
to appropriate credit conditions are. important 

things that the government should have in mind 
in pursuing its debt management policies, 

COMMISSIONER GIBSON: But not necessarily 
a prime consideration? 

MR. RASMINSKY: I find difficulty in putting 
a number on it; I think it certainly is a very 
important consideration. 

COMMISSIONER GIBSON: Do you think debt 
management would work out in a less Satisfactory way 
from the standpoint of the national interest if it 
Was largely guided by stabilization considerations than 
if it was not? 

MR. RASMINSKY: Than if guided by what? 

COMMISSIONER GIBSON: Well, if guided by 
@ different set of circumstances? You Say there are 
Others and we admit there are others. In other words, 


do you think it would be a good policy from the stand- 
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point of the country if it were largely guided by 
stabilization considerations? 

MR. RASMINSKY: I think that stabilization 
considerations should be Ziven a good deal of weight 
in the debt management policies of government. There 
are other considerations that Should be given weight, 
too; the needs of various classes of investors for 
securities of the different types, and I think that 
government has some responsibility to put out issues 
that meet the requirements of various Classes of 
investors; the desire on the part of the public 
authorities to have a broad capital market with issues 
widely distributed among various types of investors 
and individuals, and the cost: of various types of 
borrowing by government; these are all considerations 
that governments -- and no doubt there are others as 
well -- that governments would have to take into 
account. I would not want to range them in order of 
priority, but I would attach a great deal of importance 
to the one that we Started talking about, the 
Contribution that public debt management can make to 
the maintenance of appropriate credit conditions. 

COMMISSIONER GIBSON: In thinking about the 
interest rate Structure -- and this must be a prime 
Consideration in debt management -- is it best to 
think -- I take it from your comments in speaking of 
monetary policy that you do tend to think or concentrate 
your thinking in the short end to a greater degree than 
on the long end of the market, the government securities 
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MR. RASMINSKY: Concentrate our operations, 
yes. 

COMMISSIONER GIBSON: And your emphasis is 
to quite a large degree on cash management? 

MR, RASMINSKY: We think about the whole 
range of the market, but we tend to concentrate on 
operations at the short end. 

COMMISSIONER GIBSON: Are there times when, 
though, you do concentrate on the short end when you 
feel you should take a view about the whole structure? 
In other words, you gave an example yesterday in talking 
about the current thinking in the United States; prior 
to that we had an operation called "operation nudge" 
in the United States where there was an effort to 
change the structure so as to produce a particular 
objective of national policy. Do you think this kind 
of thing is appropriate to monetary policy? 

MR. RASMINSKY: What kind of thing, Mr. 
Gibson? 

COMMISSIONER GIBSON: Taking a specifie view 
about the structure of interest rates and trying to ao 
Sometning about it at times. 

MR. RASMLNSKY: About the Snape of 
tne interest rate curve ? 

COMMISSIONER GIBSON: Right. 

MR. RASMINSKY: I think that,even though 
the monetary policy operates in the short end of the 
market, that it is not inconsistent with that for the 
monetary authority to have a view,not exactly precisely 


formulated as to what the precise shape of the interest 
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rate curve should be, but a view that the relationship 
of rates may be inappropriate from the point of view 
of credit conditions, that certain rates may be out of 
line, and to intervene occasionally to help to bring 
these into line. 

COMMISSIONER GIBSON: Well, if interest rates 
are as important as you said yesterday they were as part 
of the cutting edge of monetary policy, are there not 
times when medium and long term interest rates may be 
Just as important or even more important than short 
interest rates in achieving objectives of economic 
stabilization. 

MR. RASMINSKY: Yes indeed, Mr. Gibson, and 
we deal with that at some length in our submission. 

COMMISSIONER GIBSON: What I am getting at 
is this --- 

MR. RASMINSKY: If I may just at this point 
for the record indicate that in paragraph 25 of our 
Submission, on the techniques of monetary policy,we said: 

"The Bank of Canada, however, cannot rely 

in all circumstances solely on the indirect 

influence that it can exert on interest rates 

through cash reserves. In certain situations 
as has been mentioned earlier, the central 
bank may feel that it should engage in limite 
market transactions in medium and long-term 
as well as short-term securities. From time 
to time it may be desirable to combat 
disorderly market conditions as, for example, 


when the market needs assistance in adjusting 
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itself to unexpected Shocks such as the 
substantial shifts of assets sometimes 
associated with large-scale private or public 
operations. The Sensitivity of international 
flows of funds to changes in interest rates 
may on occasion provide another reason for 
the central bank to operate in a particular 
area of the market. Changes in long-term 
as well as short-term yield differentials 
between Canada and the United States can 
induce substantial flows of funds from one 
country to the other and thereby aggrevate 
or ease exchange and other problems," 
There is more to the paragraph, but perhaps that is 
enough to read. 
COMMISSIONER GIBSON: Well, that doesn't 
go to the point I had in mind here. 
MR, RASMINSKY: We had, I may Say, a fairly 
recent experience, apart from the type 
of experience I referred to before, in the month of 
October which illustrates this; during the Cuban tension 
when the market here became very nervous, and in order 
to prevent a disposition on the part of investment 
dealers holding securities to liquidate them rather 
rapidly, which would have produced a disorderly 
Situation in the market and a type of credit condition 
which, in our judgment, was inappropriate to the 
Circumstances, the central bank in a period of twc or 
three days bought over $100 million of government 


Securities, which we were able later to sell back. 
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1 COMMISSIONER GIBSON: That is a very 
2 good example of your idea of what disorderly markets 
3/ mean, Could you say any more about this Sub ject? 

4 MR, RASMINSKY: I have probably. said 
too much already! 

COMMISSIONER GIBSON: No, you have Bey 

MR. RASMINSKY: Well, I could say that 
$100 million 18 a lot of securities, 

COMMISSIONER GIBSON: You look at a 
yield curve, Is this part of your consideration in 
deciding whether or not the market is orderly or dis- 
orderly? What about big gyrations? 

| . MR. RASMINSKY: Big OE -- ina 
way. At that time we were too busy buying the 
securities to look at a yield curve. 

COMMISSIONER GIBSON: I was not 
referring to the Cuba situation; that is a very 
clear example. 

MR. RASMINSKY: Let us say that one 
has in mind that the existing pattern of yields 
is broadly appropriate to the circumstances and 
then some Shock to the economic system may develop 
Which seems to be temporary in character and to which 
the whole economy should not, in the judgment of the 
central bank, be required to adjust itself. This 
Shock produces a_ lot of selling, or it could be a 
lot of buying of securities, with wide gaps between bid 

and offered” prices on the securities, Perhaps 
there are very large, rapid changes without much 


in the way of actual changing hands of securities 
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-- a marking down of prices, a Sort of vacuum in the 
ease. In that sort of Situation I think that the 
central bank would and Should feel some responsibility 
for helping to prevent this situation from becoming 
a disorderly one. There are some risks involved in 
this. One of the risks involved is encouraging the 
market to be too dependent on the central bank, to 
look too frequently to the coneral bank, © 

So that the market becomes’ less self- 
reliant and assumes less itself the process of making 
markets, 

COMMISSIONER GIBSON: You do not want 
"disorderly" to become Synonymous with "declining 
markets"? 

MR. RASMINSKY: We would not want 
an effort to prevent or deal with disorderly markets 
On occasion to be synonymous with a situation where 
the Bank of Canada was making markets all. the time, That] is 
the point I was trying to make, 

COMMISSIONER GIBSON: Going back. to 
paragraph 25 of Section III. This is not really 
what I was getting at. You do deal with the times 
the Bank of Canada should have an interest in the 
Whole structure, and you give a number of examples : 
here Which are rather specific examples and which 
are in some degree related to the orderliness of 
the market, though not entirely. . I was going a 
little further than that and was asking you if you 
thought there were times when the Bank should take 


a pretty definite view, say, about the long rate as 
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opposed to the short rate. In other words, ina 
condition of very active demand and large investment 
boom, might it be appropriate for the central bank 
to concentrate its operations in the long end of 
the market? 

MR. RASMINSKY: The Straight answer 
to your question would be, yes, that possibility 
might arise. In the normal course of events, in — 
that particular situation that you have mentioned, 
I think that I would expect that the cash management 
at the short end of the market could produce a sufficiently 
stringent cash position to achieve that result in- 
directly through the chartered banking system. So 
that I would not regard it as probable that in the 
course of a normal expansion we would want to operate 
extensively in the long end of the market, although 
I would not want to exclude that or any other 
possibility. _ The type of situation that I would 
have in mind is, again, I think, best illustrated 
by the situation this summer, where we were concerned 
with the spread in interest rates between Canada and 
other countries, and felt it necessary to take 
quite amagiate action in that regard. In that 
Situation, quite apart from what we did which had 
direct effects on the banking system and resulted 
in bank liquidation of securities, the Bank of 
Canada was in the market on a fairly extensive scale 
48 a seller of long-term securities. That is the 
type of situation that seems to me to be more likely 


to require a departure from the normal attitude that 
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we have of wanting to concentrate in the short end 
of the market than the normal boom situation you 
have referred to, | 

COMMISSIONER GIBSON: So that in a 
boom, by tightening on the cash position through 
the short end you would expect to get an appropriate 
result at Ch long end of the market, and unless 
it appeared seriously inappropriate you would not 
intervene? 

| MR. RASMINSKY: That is right. The 
structure of yields thrown up by the market and 
cash management is usually a suitable structure of 
yields, and unless we have some important wansdS 
for doing so, we would not try to influence it 
directly by our own Operations as a purchaser or 
aS a seller of securities, as distinct from the 
indirect influence that we have through our cash 
management Bee tosw. 

‘COMMISSIONER GIBSON: I have one other 
question in this general area about cash management, 
Do any of the other Commissioners want to pursue this 
6eneral subject of debt management further? If not, 
I would just like to ask you for your view ott the 
Proposal which has been put to us in several variants 
that cash management -- that is, management of 
G0vernment cash -- might be used more deliberately 
and to a greater degree as an instrument supporting 
Stabilization of policy. The idea is that instead 
of debt repayment and purchase of government securities 


at a time of active business, the government might build 
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1 up its bank balances and Just keep them idle, if you 
2 like, keep them out of the active Spending stream, 
3 This has been put to us as a better anti-inflationary 
4 device than debt repayment or Security purchase, in 
that the funds that are being repaid do not go back 
into the spending Stream, What do you think of this 
technique? Do you see it as having any advantages 
that cannot be achieved through monetary policy 
Pashods? 

MR. RASMINSKY: No, I do not. Essential ; 
I think this idea, as I understand it, is that the 
government would run a Surplus of receipts over ex- 
penditures during the boom phase of the business 
cycle, and ane eta of repaying debt would hold the 
money on deposit with the banking system, and then 
it would run a deficit during the recessionary phase 
of the cycle, and instead of borrowing to meet the 
deficit it would draw dow its cash balances,” 

There are some problems involved here; 
The government always has maturities coming along 
On short term debt. The government has to pay those 
maturities, so the government would be called upon, 
or be expected, though it had large cash balances in 
hand, to go to the market during this upward phage” 
of the cycle, when presumably interest rates were 
On the high side -- the government would be expected 
to go to the market and borrow to repay maturities, 
instead of using its cash balance, 

| COMMISSIONER GIBSON: Surely, that 


Would not be a problem if the appropriate rate of 
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interest were negotiated for this type of operation? 

MR. RASMINSKY: I do not think that 
necessarily need be an overwhelming problem, but I 
do not think when the dust is cleared away that the 
monetary effects of this procedure which has been 
suggested, or the effects on credit conditions, are 
essentially different from the nore a which would 
be obtained through the incurring and repayment of 
debts in the usual way. So I do not really see 
that this system, which has some of these practical 
difficulties that I have mentioned, has any inherent 
advantage over what one regards as a normal 5s deca 

COMMISSIONER GIBSON: There is this 
one difference in the way it would work, If debt 
is repaid people get these balances and have their 
further use. If the debt is put into idle bank 
balances it is not further available, and the central 
banks, therefore, in the first place, would pursue 
a little tighter cash management policy than it would 
in the second instance, where the debt was immobilized, 
In one case you would be tightening up monetary policy 
a little more, and in the other case you would be 
Pinot atcinc these balances, 

MR. RASMINSKY: I am not sure how that 
would work. The effect of this policy would be that 
during the boom phase of the economy there would 
be a very considerable shift of deposits from private 
accounts to the account of government, The banks 
would be more liquid than they would be if the 


alternative policy were followed. 
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COMMISSIONER GIBSON: Why would that 
change their assets? 

MR. RASMINSKY: Under the alternative 
policy the government would be running « @ surplus 
during the boom phase --the Situation that we 
have considered --ard the government would be redeeming 
securities with the Surplus. The total assets of 
the banking system would be reduced because | 
some of the. securities paid off would be securities 
held by the banking system, I think the banking 
System would be smaller, : 

3 THE CHAIRMAN: We shall adjourn for 


fifteen minutes, 
--- Short recess, 


THE CHAIRMAN: We shall now resume, 

COMMISSIONER BROWN: Mr. Chairman, I 
would like to address a few questions to Mr. 
Rasminsky, rather coming down from the generally 


high level of principles to operating problems, 


In paragraph 22 -- you do not need 
to refer to it -- you outline, in general, the 
method of appointing primary distributors, 


and I just wanted to ask you, for the record, whether 
it is fair to say this is not a closed list at any 
time, and that any security dealer who is willing 
and demonstrates a desire and ability to distribute 
bonds can get on the list. 

MR. RASMINSKY: It certainly is not 


&@ closed list, Mr. Brown. 
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COMMISSIONER BROWN: In another para- 
graph you refer to problems of firm allotment, | 
MR. RASMINSKY: Yes, sir, 
COMMISSIONER BROWN: And are re- 
adjustments in allocations a continuous process in 
this? 
MR. RASMINSKY: Yes, they are, Mr. Brown, 
The firm allotments are looked at in respect of 
each new issue, : They are, in 
principle, based on the ability of the primary 
distributorson the list to distribute bonds as 
Maaiieda by the past record and the character of 
the distribution, ‘After each new issue we receive 
a statistical report, as you know, from investment 
dealers covering the character and the extent of 
their distribution of the new issue to investors 
for a certain period which, I believe, may be four 
or six weeks after eee issue. This is the primary 
information that we look at in determining what 
the allotment shall be. We keep a name file on 
€ach primary distributor in which additional inform- 
ation is added regarding his participation in 
Other issues -- that is, issues other than | 
government of Canada -- andhis distribution of Canada 
Savings Bonds, . his participation in the Canada Savings 
Bond Payroll Organization, In some cases we have 
financial statements relating to the individual 
distributor; and all this information is kept on 
Tecord and is taken into account in an attempt to - 


make an equitable distribution of the firm allotment 
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of bonds, in accordance with the market performance, 
in accordance with the relative size, placing power 
and general status of the particular firm in the 
industry, 
COMMISSIONER BROWN: I Suppose a problem 
Sometimes arises if either you make a mistake or 
Some external situation arises Just at the time 
of an issue, that means an issue has been over- 
priced and a dealer who happens to assess correctly 
this situation and stays out of the market in his 
own interest and in the interest of his clienta 
Do you take this possibility into consideration? 
MR. RASMINSKY: We would not elimpete 
a dealer or drastically cut down aS a result of one 
Situation -- You are thinking of a Situation that 
would affect a particular issue? 
| COMMISSIONER BROWN: Yes, 

"MR. RASMINSKY: Yes, that would be 
taken into ays ey ee of course, there would 
be taken into account -- this is another. factor that 
creates a difficulty in determining what the firm 
allotment 4 firms Shall be -- 
that the Placing power of any particular firm may 
vary according to the term of the issue, One 
investment dealer may have developed a clientele 
Which is particularly interested in issues of a 
certain maturity, and this might be another reason, 
in addition to the one that you have mentioned, 
way a dealer does not have as much interest in an 


issue that does not meet those requirements. We try 
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to take all these factors into account to the greatest 


extent that we can, 
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COMMISSIONER BROWN: You mentioned 
the matter of character of distribution, 

MR. RASMINSKY: Yes, 

COMMISSIONER BROWN: Do you make a 
habit of telling dealers what you regard as the ideal 
character of distribution? 

MR. RASMINSKY: No, we do not, ie: 
Brown, but it is obviously of interest to the central 
bank to know whether the particular dealers are 
selling their bonds to a major extent to other 
dealers or to the investing. public, to institutions, 
the individual public, or to banks. This is all 
information that from time to time, depending on 
the nature of the issue and the type of distribution 
Which is desired, would be relevant, 

COMMISSIONER BROWN: Are any dealers 
ever advised that it is not eae wish that a 
particular issue go to certain types of institutions? 

MR. RASMINSKY: No, not to my know- 
ledge. Basically we would rely on the characteristics 
of the issue itself to affect the distribution. If 
a particular issue has been approved by government 


+? 


with characteristics, for example, which are i 
intended to make it attractive to corporate in- 
vestors, then in the normal day-to-day contacts 
Which we have in the market we would naturally show 
a particular interest in what is happening to the 
Sales by investment dealers to corporate investors 


a8 distinct, for example, from their sales to 


Chartered banks, 
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In the circumstances I have mentioned, 
such conversations could take place between officials 
of the Bank and investment dealers with a view to 
ascertaining what the character of the distribution 
of the issue was, 

COMMISSIONER BROWN: There is a 
distinction there between ascertaining and in- 
fluencing. 

MR. RASMINSKY: There is a distinction, 
Mr. Brown, and ee well be the case that in the 
situation I have described the net result of the 
conversations we have, and the questions asked to 
provide us with information, could give the dealers 
an indication that the issue had been tallored for 
corporate demand, and that therefore the central 
bank would be better Satisfied with distribution | 

of that character, 

That could be the result, but it 
falls short of any request to dealers to push the 
securities in one direction or the other. 

COMMISSIONER BROWN: Can we go to the 
other side of the picture and ask you if it is ever 
indicated to certain buyers that it would be preferable 
if they did not participate in an issue? 

MR. RASMINSKY: Not tay my experience, 
Mr. Brown, no, 

| COMMISSIONER BROWN: I know that you 
have been experimenting with this present system of 


offering somewhere in the neighbourhood of 60 per 


cent of an issue Oona firm basis and providing for 
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subscription up to double the firm bonds Acbabyed, 
Has this been proving a Satisfactory method of operation? 

MR. RASMINSKY: In the issues nee | 
that has been done we think that lit’ has: worked quite 
well. 

COMMISSIONER BROWN: In the past 
auctions were used once or twice, Have you any 
comment on how these worked? 

MR. RASMINSKY: I am afraid there is 
really nothing I can say that would be helpful about 
that, Mr. Brown. There have been no bond auctions 
during the time that I would have been concerned 
with them, In general I would say that the debt 
management authority should have an open mind to all 
techniques for distributing bonds and, as you know 
better than I do, this technique for the distri- 
bution of a long-term issue was recently used, just 
within the last week, in the United States, and 
apparently quite successfully, 

COMMISSIONER BROWN: In connection with 
new issues there have been suggestions from ‘various 
groups, including the Investment Dealers' Association, 
that a committee be formed from participants in the 
market to advise on these matters. I would just like 
to invite your comments on this suggestion. 

MR. RASMINSKY: 4n advisory committee 
to government? 

- COMMISSIONER BROWN: Yes. 
MR. RASMINSKY: It would, of course, © 


be a matter for government to decide what channels it 
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wished to use or establish to get advice on these 
matters, I do not think I could make any further 
comment than that, 

COMMISSIONER BROWN: In recent years 
there has been a partial advanced refunding technique 
used which, to a degree, has constituted a tap issue, 
Would you like to comment on how Successfully this 
has operated? 

MR. RASMINSKY: Yes, We dealt with 
this at some length in our Submission; paragraph 16, 
page 48, It is my view that this advanced refunding 
Beant cue; which I think I am right in saying was 
invented here, has been a useful instrument in the 
management of the public debt, It enables maturities 
to be cut down in size and reduced to more manageable 
proportions, 

This is accomplished, as you know, 
by the process wherein the central bank, through 
its operations, lays its hands on the nearby maturities 
and exchanges them for other maturities which in 
most cases, and indeed I think in all cases, have 
been mid-term maturities, and this puts the central 
bank in possession of a new market issue which it 
can feed out to the market in response to market 
demands for the issue. 

I think that the analogy you make with 
a tap issue is not an inappropriate analogy and in 
feeding them out it can lay its hands on additional 
amounts of nearby maturities if it does this feeding 


Out on a switch basis. 
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The considerations involved as regards 
the use of this technique include, of course, a very 
important consideration, which is the size of the 
maturing obligation, and the extent to which it is 
desired to cut it down. The main use of it, as 
you know, was in connection with the maturity of 
the first conversion loan of 1961, Another consider- 
ation is the willingness of investors, the general 
public, to lengthen their holdings of government 
securities, and the prices that would be required 
to induce them to do so through the exchange’ of the 
nearby maturity for the new issue into which it is 
refunded, The general answer to your question 
is that this technique, in my judgment, has operated 
well, and it is a useful one, 

COMMISSIONER BROWN: And it also gives 
you an opportunity to test gaps in the market in 
the Weciritiad range. 

MR. RASMINSKY: That is right. It 
adds to our armoury of securities of varying maturities 

COMMISSIONER BROWN: You have several 
Paragraphs in which you mention some of the problems 
Which arise in connection with new issues, such as 
the matter of over-trading, and you comment that 
this over-trading "often contributes to disorderly 
markets and hampers distribution to investors." 

At first glance it would appear that 
this in fact helps to get an issue distributed as 
an alternative method to removing price restrictions 


sooner, 
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MR. RASMINSKY: I am very interested 
in the fact that eh believe over-trading is a useful 
technique for the distribution of issues, 

COMMISSIONER BROWN: I was not con-! 
sidering it as a useful technique for the distri- 
bution of issues, but I am just wondering why you — 
say it hampers distribution to investors? 

MR. RASMINSKY: The judgment of those 
concerned has been that the uncertainty created by this 
practice, which of course is not confined to government 

issues, is likely to contribute to, shall I Say, un 
settlement and lack of certainty in the market and 
act as a factor which keeps distribution from going 
forward normally into the hands of ultimate investors, 

COMMISSIONER BROWN: Is the alternative 
to remove restrictions sooner? 

MR. RASMINSKY: t suppose that if oa 
were Peet sy the issue had been wrongly priced, and 
that what one was concerned with was something more 
than a temporary speculative interest, then the 
alternative of an earlier removal of price restrictions 
and an earlier adjustment to market levels might be 
desirable, Of course, the extent to which over- 
trading takes place must depend in part, I suppose, 
upon the commission which is paid to the dealer, 

It is this commission which enables him to over- 
trade without being actually out of pocket. 

COMMISSIONER BROWN: In your price 
restrictions, the restriction in fact is that these 


bonds not be sold below the issue price. One some- 
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times hears criticism that it should also be restricted 
on the upward side; in other words, on the first 
distribution they should not be sold above the issue 
price. 
This comes from would-be investors 
who say that the distributors are protected but the 
public is not. Has this been considered? I 
realize that this would be just as difficult to police 
as the problem of over-trading. 
MR. RASMINSKY: It has not come up 
for consideration during the period that I have 
been concerned with these things, Mr. Brown. It is 
usually the case that dealers will sell at the 
offering price to their clients. Dealers, like 
other people, are not in business for a day, and 
ae can normally count on other issues coming along. 
i really should not say that I think this, for I 
have really no experienced judgment in the thing, 
but it seems to me probable that this would act as 
a sufficient restriction on dealers and that the price 
restriction on the other side is not necessary. 
COMMISSIONER BROWN: You do mention 
the problem of "riders". I think everybody in the 
investment industry would be delighted if you could 


give us a possible solution to this problem, Have 


you any ideas? 
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MR. RASMINSKY: No. I think this is some- 
thing the industry will have to SOlve for itself, 

COMMISSIONER BROWN: I have a couple of 
questions on treasury bills. Suggestions have been 
made, and we would be very grateful if you would give 
us your opinion on a couple of them. One is that the 
chartered banks should Stay out of the tender on their 
own account, as it is done, I think, in the United 
Kingdom. Another is that the Bank of Canada aot 
be neutral on amount, as in the United States. A third 
Suggestion has been made that the Bank of Canada should 
be neutral on amount and price, certainly on price op 
the sense of not saying they are going to take X million 
dollars of the issue on the average bid price by the 
public. 

Would you care to comment on those suggestions? 

MR. RASMINSKY: I don't know that I can make 
any very patna comment on them. The first two I take 
are designed to produce a situation where the entire 
treasury bill issue is auctioned to investment dealers 
and where the chartered banks and the Bank of Canada 
are required to obtain the treasury bills that they 
want through dealers. 

COMMISSIONER BROWN: I think you misunderstoo 
the second suggestion. That applies to the first. The 
Second one is that the Bank of Canada should be neutral 
On amount; in other words, bid to replace their maturing 
bills. 

MR. RASMINSKY: Yes, but there are occasions 


when from the standpoint of monetary policy the Bank of 
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Canada wishes to add to its treasury bill holdings, and 
I presume that it would be a part of this proporal 
that on such occasions the Bank of Canada should have 
to obtain from investment dealers the additional amounts 
that it wanted after rolling over, 

COMMISSIONER BROWN: Or buy them.before 
rolling over, 

MR. RASMINSKY: Or buy them before, 

I don't see any particular merit in either 
of these suggestions. The Chartered banks are Substantial 
holders of treasury bills, and I would see no reason for 
changing, or Suggesting a change to the Minister of 
Finance in the treasury bill arrangements which would 
make it improper or impossible for the chartered banks 
to bid directly for treasury bills; nor do I see why 
the Bank of Canada, in the ordinary process of cash 
management or in the process of attempting to influence 
credit conditions, should have this particular technique 
ruled out of bounds. 

COMMISSIONER BROWN: On the matter of different 
Kinds of bond issues, you referred to the fact that the 
government makes a decision about such things as 
convertibility, call price and so forth. There have 
not been any recent issues of callable bonds by the 
Government of Canada, and I wondered if in their 
Consideration .the Bank does perhaps figure on the 
relative costs for the issuing of callable »onds and 
non-callable bonds. 

MR. RASMINSKY: You mean the historical 


costs? 
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COMMISSIONER BROWN: No. I mean their 
estimate of what it would cost in a differential yield, 


and in having callable bonds offset by the potential 
advantages in being able to redeem within a certain 
limited choice of time, as against a straight non- 
callable bond where you don't have this choice of timing 
at the maturity end. 

MR. RASMINSKY: I think I would have to answe 
that question quite generally, Mr. Brown, by Saying that 
the Bank in deciding what advice it shall give to the 
Minister takes into consideration all aspects taae it ca 
of the securities market and of the terms of the new 
issue. 

I don't wish you to infer from that, that 
with respect to every new issue the Bank, in deciding 
what advice to give to the Minister, makes a precise 
or attempts to make a precise estimate - and it can be 
nothing more than that - of the difference in cost 
that would result from the insertion of a call feature. 

COMMISSIONER BROWN: The fact that they have 
not used it, and it was used so considerably outside, 
is this because in your estimate the yield cost would 
be considerable? 

MR. RASMINSKY: I suppose, Mr. Brown, the 
basic reason why a call feature has not been used 
recently is that a quite high proportion of debt 
has been issued on relatively short maturity, wiiere a 
Call feature has not been appropriate. 

The problem has been rather of the opposite 


Character, illustrated by the inclusion of a conversion 
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privilege to extend a relatively short maturity into 
a long maturity, like the 53's of 63 extended into the 
76's. The absence of a call feature in many of those 
outstanding issues does not, of course, act as an 
inhibition against the redemption of government debt. 
The government has quite a Steady flow of maturities. 

COMMISSIONER BROWN: TI was thinking parti- 
cularly of the 53's maturing in 1980 which were 
issued in the summer -- you wouldn't call that a short 
term issue? 

MR. RASMINSKY: No, I wouldn't call that a 
Short term issue, 

COMMISSIONER BROWN: But it had no call 
feature? 

MR. RASMINSKY: It had no call feature. 
That issue, you may recall, had a purchase fund, so 
that the entire issue will not be outstanding until 
1980. 

COMMISSIONER BROWN: This is perhaps almost 
a theoretical question: is one of the problems of 
monetary policy that is considered - and perhaps this 
is the way I should phrase the question - as to whether 
the callable bond when it reaches the date of callabilit 
does. provide problems for monetary policy? 

MR. RASMINSKY: I would say not, Mr. Brown. 
The callability of a bond is an option that the 
government can exercise, and I would assume that “ere 
would be sufficient coordination and community of view 
between the Seite vee bank and the government with regard 


to the advisability of exercising the call privilege. 
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The central bank has no preconceived ideas against the 
insertion of call features in appropriate cases, 

COMMISSIONER BROWN: Did the existence of 
short term convertible bonds in fact prove at all 
embarrassing for monetary policy? 

MR. RASMINSKY: I think it proved more 
embarrassing to speculators than it did to the monetary 
policy. One has to regard these issues as having been 
successful debt management Operations. You have probabl 

case of the 
geen in the/dz's of 63 that of the amount of approximately 
$445 million outstanding, all except $12 million or $14 
million was converted. 

COMMISSIONER BROWN: On the other. hand, I 
Suppose the fact of this conversion meant that during 
the period leading up to the expiration of the con- 
version privilege, the fact that this issue was about 
to become a long term issue would have to come into 
all your considerations of debt management. 

MR. RASMINSKY: ‘Yes: indeed. 

COMMISSIONER BROWN: A suggestion was made, 
I think by the Investment Dealers Association, that a 
Standard sinking fund be established for government 
issues of one per cent. This would presumably apply 
to issues beyond a certain maturity. Would you care 
to comment on that? 

MR. RASMINSKY: The decision whether to 
establish a sinking fund would be a matter for 
Government policy, on which I don't think it would be 
@ppropriate for me to comment, Mr. Brown. I would 


remind you again that the 53's of 1980 include provision 
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for a special neuiive fund. 

I should add, on the Suggestion relating to 
the sinking fund, a reminder of the existence of the 
Purchase Fund which provides a mechanism for the purchas 
and cancellation in advance of maturity of out- 
Standing issues having maturity of ten years or more. 

COMMISSIONER BROWN: It has been represented 
to us that it would be overall cheaper in interest costs 
if the C.N.R. borrowed from the government and the 
government borrowed from the public. Do you see anythin 
wrong with this approach? 

MR. RASMINSKY: There again, Mr. Brown, this 
1s a matter of government policy affecting not only the 
issues of government securities but also the financial 
relations between the government and the C.N.R., and I 
think I must ask to be excused from commenting on that 
question. 

COMMISSIONER BROWN: Perhaps I could rephras 
it slightly and ask you if you would agree that the 
interest costs would be a little cheaper? 

MR. RASMINSKY: The yields on C.N.R. 
Securities guaranteed by the government are higher than 
the yields on straight government securities. uO ok 
think 1t would be fair to Say that it would be cheaper 
for the government to borrow directly and lend to the 
C.N.R. ; 

COMMISSIONER BROWN: On the matter of Canada 
Savings Bonds, has the Bank any figures that would be 
available on the real cost of issues that come along 


that provide opportunities for conversion of previous issues? 
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In other words, have you an estimate of the real cost 
of the new money that is produced - to use hypothetical 
figures - that to get a half billion dollars of new 
money, a billion worth of Canada Savings Bonds have to 
be issued, and therefore, you have to Pay commission 
twice and you have increased interest costs. 

MR. RASMINSKY: It is my understanding, Mr. 
Brown, that the question of costs in connection with 
Canada Savings Bonds issues was raised with the Deputy 
Minister of Finance, and that the Department of Finance 
undertook to provide the Commission with some infor- 
mation on the subject. 

COMMISS IONER BROWN: Have the parity bonds 
that have been issued by provinces provided any problems 
for monetary policy operations? 


MR. RASMINSKY: Not to my knowledge. 
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COMMISSIONER BROWN: In connection with 
the market operations by the Bank of Canada, we have 
heard it alleged that because the Bank has its 
decision-making authority in Ottawa away from the, 
shall we call them, financial centres of Montreal 
and Toronto, that the Bank's information on market 
developments isn't always as complete or current 
or correct as it might be, I think you should 
have an Oppok buna ty of answering this criticism. 

MR. RASMINSKY : The criticism would 
be easier to answer, of course, if it were more 
Specific in its terms, 

I suppose that anybody's information 
about anything is likely os be not as complete as 
it might be under some circumstances, If the question 
is whether I feel that we have reasonably good 
information as to what goes on in securities markets, 
notwithstanding the fact that the head office of 
the Bank is in Ottawa, away from the financial 
centres, the answer is that I do think that we have 
g00d information, 

We have traders in Toronto and in 
Montreal who are in direct contact with the securities 
markets, with investment dealers and others, and 
we in Ottawa -- those concerned in Ottawa -- are 
in very frequent communication by telephone with the 
markets, We have direct tied lines to both centres, 
SO no one has to worry about paying a long distance 
bill when he picksup the phone, and these are used 


very frequently. People from our Securities [ppart- 


‘ 
; 
} 
| 


| 
} 
| 
; 
/ 
| 


dtin ooléootume aT iO 


ai © 09 i 
7 ' 
over ow bans to dnad ‘one res = = 


y rT 
er 

iduao. 

5 om 


taettaet lo esttneo Datonsdt? edt Treo 


get sed Aned ade snssionnitd oastt) eget 


Ve 


ody mots YSs sss 90 ni catroddin ve 


dmoetas 


tam ito rol¢eytrotar eolnad ate dade cathe 104 | 


7 bal 
inocu va etetqnes ea syewis 2’ sel atcnenmgol 


biwote way amide I od tigha tr Bs Soe 
aun 
etol¢invo eidd galteweaa To yetevtitegqo4 


7 
bivew matottico ed? <YAeIMBAR eMC ore 
| me 
stox stew di Tt sates LO ewsae OF tela 
of 


.smnted att it eae 
i ¢™“ 


: 
a 


potiautoint a \ybodyne det sacqqua I | . 
: _ 


6 gtelqmoo es ton oG ov ylookti eb anid’ yee Cae 
asup. ord EX ,noonndamiorts emos tebay ed: Pag tar, 
bo05 Yidsemopset sV.e0 o teitd feet I ~ondedw. 
eggizss avitinuvess at ao seog gadw og 8s notteste'ta 
Mito beed oct tea’ gost eng sntbasdad ' 
7 : 
teteasnt® oid mor? yswe .swass0 at al xiee ori 
oVan ow tad dabde ob I teadt al vewsas end RoTshe 
cotdsmrotat bee 

st} bos ovmotoT at axebsis evad eW 
aii liqeveng ed dyiw tostnos doertth at exe od. 
tas ,2esnte bose ateleeh tgemteoval-iviw se soit 
Ste jm svasto al Denigodon sBodt -~ ‘swasd0 at 


ay 


aris ogiv ehosqete? yd noldaéolatemoo saaupwes. \ 
- 7 “ a 


eexdnes dvod o¢ eenti bere soonth oved. os 


° 
a. 


sonssaLrh peaol 3 galyeg¢ tyods Ystow oF. 
hear stu enods One ,suarq edt que 


rt 


“ing ‘aed tsoep, 250 gout ekgoee. 


Nethercut & Young ~ T7744 = 


Toronto, Ontario 


ment move around a good deal, in fact, to Toronto 
and to Montreal, and the Department is engaged in 
a regular series of visits to investment dealers, 

It is my impression -- and I am very 
pleased that you have given me the Opportunity 
of making this statement -- it is my impression, 

Mr. Brown, that notwithstanding the fact that the 
head office of the Bank of Canada is located in 
Ottawa, that the central bank is in more direct 
contact and has more information from day to day 

as to what is going on in the securities: markets than 
the central banks of most other countries, including 
those with which you would most naturally compare.us, 

COMMISSIONER GIBSON: May I interject? 
Including the United States, Mr. Rasminsky? 

MR. RASMINSKY:. Yes. 

THE CHAIRMAN: Is it fair to aay that 
the Bank of Canada is the main channel of communication 
between the government and the market? 

MR. RASMINSKY: I am aoe I am not 
able to answer that question, Mr. Chairman, because 
I have detailed information on what our own com- 
munications with the market are and I don't have 
detailed knowledge as to what the communications 
of the government are. It is certainly my 
impression that the Bank is closer to the market 
and sees more from day to day of what is going on 
in the market than government does. 


THE CHAIRMAN: Or than any department 


of the government or any --- 
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MR. RASMINSKY: Yes, I meant what I 
said to be --- 

THE CHAIRMAN: I suppose you couldn't 
Say whether there were any outside infrequent con- 
tacts of one with another, but as toa 
regular channel of communication between the market 
and the government, the Bank of Canada would be the 
chief channel? 

MR. RASMINSKY: Yes, I hesitate over 
your use of the term "channel of communication", 

THE CHAIRMAN: That may be, 

MR. RASMINSKY: If the market wished 
to communicate anything to the government, they would 
communicate it directly to the government, but if 
the question is whether we are closer to the market 
than government, it is my impression -- without really 
having all the facts at my disposal -- that the 
answer to the question is affirmative as, indeed, 

I think would be the normal situation in most central 
banks, I think that most central banks would have 
closer contacts with the financial community. 

THE CHAIRMAN: Well, you are operating 
in the market. 

MR. RASMINSKY: That is right. 

THE CHAIRMAN: And you are in daily 
contact with the market one way or another, almost, 

MR. RASMINSKY: That is right. 

THE CHAIRMAN: And you are fiscal 
agents for the government, and as such would have 


dealings with the market? 
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MR, RASMINSKY: Oh yes indeed; in the 
course of our ordinary open-market operations we are 
in momentary contact with the market. 

COMMISSIONER GIBSON: Would you care 
to elaborate a littie on why you think that the 
Bank of Canada's contact with the market compares 
favourably with that in the United States, the 
Federal Reserve System? They go to very special 
efforts, and that is the reason I mention this Pe 

MR, RASMINSKY: Well, I don't under- 
Stand the relevance of the last comment, Mr. Gibson, 
We, too, go to very special efforts, 

COMMISSIONER GIBSON: I know you do, 
but rather differently, isn't that correct? 

MR. RASMINSKY: I think that our range 
of contacts -- for one thing, we operate over a 
wider pence of government securities than the 
Federal Reserve System does under the bills only.doctrine, 

The statement that I made, which 
was an interjection, and one that I wouldn't attach 
great importance to, is based upon the general 
impression that I have as to the way other central 
banks operate. I know in the case of the 
Bank of England that the Bank in England operates 
entirely through its so-called government broker’; 
it doesn't have operational contacts with the market 


at all. 


COMMISSIONER GIBSON: No, not ina 


\ 


narrow sense, 


THE CHAIRMAN: Mr. Rasminsky, we have 


preity a 


‘ead af thebbak soy aod ear 
tS ato antoltateqe doltam-asgo ersatbeo 
oT ON TORI erie” tate wiainaiee cme: 


~~ 


era voy biweW :MOBETO MMOLasmMaNOO 
eit sade anid? voy wiw wo sivell a saat 
RonsyuVS Yowuam ed idiw gosvneso e'sbanB9 | 


| end .gotet2e bedtin. od’ ab card? ieee 
Mh ear 


‘stcous yuov of og yer?  meteys overseen ‘fi 
,aotveesp slid? coftnem I nmosest ent ef Feri? bea .02oth 


hg 
: - 6 or mh a mn 
neh I fisw <Tae MOMeA = AM ms . 


gi} 


odth .«M .tremmas taef eff to sonsvetex a ae 


ato? ts Isisasqe yey ov 08 oot (34 
y} 


TT 
ihe ys a 


Lob 10% wort Tt Aibeary ‘admoreetaaiy’ 


— 


“) 
7 
r 


nerves ¢adt ¢'net .ctenerettib gecdden ve 


é oe ad . : 4 F ih 
Suiin't "Tal , be Ping at eet) - pt “Veh MAA » ne, ; Paid adi ’ 


(evo ofattone ew .@iiny smo so. -= avossaoo" 

oi¢ osdd asidiuisss Jaemmrveveg to syns tet 

#pictoeh.yiac allid wag tebe Boob ncotuied ovreaen Li: abet 
f 7 

tole .ebea I Sade tremetsta’ oft fh bul 

dee808 dc’ nbilvuow ZL tart sne bas oaks oat tetHl ne & 

(sveusg ad¢é poqy beesd af .og eqsatiogus 

lavtnes veato yaw sid of as svacd I tadt notes 

sc? to eago edt at worl T- ~otstsgo bles 

asjateqa buelgns at dna edt tecdv bralgnd to 

I tevlote Susmirrveveg veffao-oa Bet Hguorsité vl 


taicam add adiIw @¢oataos fasto Ls B18qo sVsd Pane af 


Nethercut & Young - TTA7 = 


Trento, Ontario 
arranged that we shall break off before twelve o'clock, 
Would 2,15 be Beier dabory to you to resume? 
MR. RASMINSKY: Yes. 
THE CHAIRMAN: We will now adjourn 


Onell 2,15, 


--- Luncheon Adjournment, 
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--- Upon resuming at 2.15 p.m. 


THE CHAIRMAN: We will now resume. 
Mr. Brown? 

COMMISSIONER BROWN: Mr. Chairman, 
I wonder if Mr. Rasminsky would care to tell us 
to the degree he feels he can without pre judicing 
the position of the Bank -- we don't want to put 
you in that position or want you to put the Bank 
in that position -- the degree of authority that 
is given to the traders in Toronto and Montreal. 

MR. RASMINSKY: When the Bank has 
decided on a program to respond to the developments 
in the securities market, this program is communicated 
to the traders in Toronto and in Montreal. 

They are told, for example, that they 
have authority to buy or sell specified securities 
at certain prices up to limits that are decided in 
Ottawa. We are, through the traders and from our 
other sources of information, continuously informed 
as to developments in the market and decisions are 
reached in Ottawa as to how to respond to such 
developments, and these are in turn communicated to 
the traders in Toronto and Montreal so that these 
limits onthe extent to which the Bank will respond -- 
the bids or offers in the market vary, of course, 
from time to time depending upon what we are trying 
to accomplish through our action -- at all times 
Within these limits the traders in Tornnto and Montreal 
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can deal for the account of /Bank without the need 


oouaget wow Lilw ef SHAMAT ABD: at 


‘ 7 


_qeareted® .5M <MWORA RAMOLSSIMNOO - 


| av [fey of steo bivew pinatmesA .xM 22 ses 
. 
| 
: 
| 
| 
| 


at 
= 


= 


; a ee ee 
grtolpsuy #9 tpodiiw aso ed afest on esTgeb he salt 


ae) 


éuq om vaaw 3@'aob ew =- Musa sat To eet i 


Hae odd tyq ov vey taew TO Hols laog jade nt ye 


taeda ytivoddys to semged ede ~~ nolysaog Bi 


a 


i | 7 


-lsetdHos bus osnoteT af etebatd edt of wovtg 
apd Nasd ard oer YER IMGAA .AM 


atnemqoaleyeb aft o¢ baeqeex OF matgorq s no bed. 
1 


| Detveoinumuco #f msugoty ott .teduam sete lisses erie mt. 
) 

| Laotsnom at bow osaexoT at atebacd odd ot 
| yeus, ted7y .siqmexe 207 . bios ota vert so ye. 
| seivinuvces bellioags [fee to gud of Ya iTOnsus By 


4 


at bebloed ots ders esimtl of qv eeatiq afezieo 
“vO mort bas etsba7t edt Mguexd? .9tBa SW Lewes 


betelnut ylawovnltaes ,neilenmtotar Yo S99THOS ISG) 


| ota encietssh bas cgoxazen edd at stneimalaten ot 
} , 

| doves o¢ padquot ot wod od a8 awads0 of bedos 
aa ov bevsoinunmog awed of ste ogedsd bas asnemqot 


y : | a 
sory gand oa Leeusaow bes odnoreT at etebsaid 


= 


. 
‘ 
| ~~ booqeek [liw vist eddy dotde oF tredgxe ed¢ 0%, ‘i 
,265u00 20 .yisv tennio sit at avet'to to abide, 


‘idvede Sis ow tsiw cos garbasqab omic ote 
poms Lie os ah note oe <0 dguorde be: oie 


eusnoM bee ofmaxo? at arebant ene ay 
i 


wy ae : fu 


 beaa paid Fortin Aas, Ye 


vy - 


Nethercut & Young « T7HO < 
Toronto, Ontario 


to refer to Ottawa. 

Of course, it does happen in rapidly changing 
markets that the decisions that are taken as tothe 
degree of our intervention in the market are necessarily 
tentative; they may be altered quite frequently. By 
actual count, Mr. Brown, the average time in the cases 
where the reference to Ottawa is needed, where the 
trader in Toronto and Montreal is not able to deal 
immediately, the actual time taken for a decision to be 
reached in Ottawa and to put him in a ‘position to respo 
is actually not very hones: eit is Something in the natur 
of 20 minutes, although there are occasions if there 
have been very large movements in the markets or if the 
Bank is contemplating reaching the point of making a 
rather more major change in its posture in the market, 
Such as getting out of trading in a particular issue 
altogether, there are occasions when the delays could 
be longer than that. 

COMMISSIONER BROWN: We have had represen- 
tations that the System of responding only to bids 
and offers results in the same information being given, 
in fact, as though they had given a picture of the 
market to anybody phoning up, but it has taken an awful 
lot more time to get that information out of the trader. 
Have these representations been made directly to the 
Bank? 

MR. RASMINSKY: I am very sorry, I haven't 
followed the question. 

COMMISSIONER BROWN: Well , on the basis of 


finding out from the trader by means of tentative 
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1 bids and cae dt and the would-be trader on the other 
2 end of the line gets a picture of the market. 
3 MR. RASMINSKY: Right. 
4 COMMISSIONER BROWN: It takes a considerable 
5 amount of time to get this picture on the market? 
6 MR. RASMINSKY: It may on occasion, 
7 COMMISSIONER BROWN: And it is holding up 
8 other people who are also trying to get the same 
9 information, and it has been suggested to us that they 
10 end up with a picture, but why shouldn't they just be 
11 started with this picture and then get on with the job 
12 and let sombody else get the picture? 
13 MR. RASMINSKY: Well, what would the 
14 alternative be, Mr. Brown? 
15 COMMISSIONER BROWN: To indicate from the 
16 Pecithing tie position from which you are prepared to 
17 act. 
18 MR. RASMINSKY: That the Bank should have 
19 Beech buying and selling prices fer securities? 
20 COMMISSIONER BROWN: I am not Sit Hive mits 
21 up as an alternative. 
22 ' MR. RASMINSKY: I would like to know what is 
23 the alternative on which you would wish me to comment. 
2%4/ The situation that involves delay is one in which the 
25 | Bank has not formed a definite decision as to the prices 


%| at which it is prepared ,to deal. 


27} COMMISSIONER BROWN: You misunderstood me. 

28 | MR. RASMINSKY: I am sure I have. 

29) COMMISSIONER BROWN: Some dealer is fryinguto 
0} determine what the market is on say, a 43 per cent issue 


_j} due in 1983, 
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MR. RASMINSKY: Are they trying to determine 
what the market is or the price at which the Bank of 
Canada is prepared to deal? 

COMMISSIONER BROWN: At the price at which 
you are prepared to deal? 

MR. RASMINSKY: Yes, 

COMMISSIONER BROWN: And so they start at one 
level and move, depending on whether they are offering | 
or buying, move down or up. 

MR. RASMINSKY: Yes. 

COMMISSIONER BROWN: And then they approach 
near the point, I understand, at which time’ the trader: m ght 
indicate to them that if they move a little further 
they probably will do the transaction. This all takes 
time to get this information because they have to start 
at, say, 93 and then 7/8's and then 3'4's, and move down 
Or up depending on which direction they are going, and 
if they are going to end-up with the information any- 
way, but only after going through a long rigamarole, 
this has taken a considerable amount of time and mean- 
while the other people are trying to start on the same 
rigamarole to get the same information, and my question 
was have representations been made to you directly on 
this particular point? 

MR. RASMINSKY: The answer to that question 
is no. 

COMMISSIONER BROWN: In other words, there 
would be no criticism of the length of time it hé.. 
taken to get this information? 


MR. RASMINSKY: I am sorry, that is a 
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different question. The fact that you have raised 
this apparently Pies tes there has been eriticism? 

COMMISSIONER BROWN: Yes. 

MR. RASMINSKY: The question to which I 
was responding was whether any representations have 
been made? 

COMMISSIONER BROWN: Have been made to you, 

MR. RASMINSKY: Have been made to me, 

COMMISSIONER BROWN: I think it is a matter 
for the market to approach the Bank .on directly, 

MR. RASMINSKY: I wouldn't regard it as a 
function of the central bank to make the market. That 
is inconsistent with the general view that I have as to 
our role and the general view that runs throughout the 
Submission that we have made to the Royaj Commission; 
nor, indeed, would I regard it as the function of the 
central bank to give a picture, be prepared to give a 
Snapshot picture at any moment of time as to what -the 


prices of securities are, 
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I think that the market itself is the source, 
or should be regarded as the main source of information 
as to what the prevailing prices are at which securities 
can be moved in the market. The function of the Poa 
Bsrbrsee :it, sis to be prepared to deal at certain 
prices that the Bank from time to time determines in the 
light of its best judgment as to what the situation 

calls for, There are only two ways that I see by 
which the Bank can carry out that function. One 

is the way that we use now, which is to respond to 
bids and offers in the market; and the other would 

be to have posted prices at which we were 
prepared to deal in the market, at all times Sub ject 
to change. These posted prices would provide the 
picture that yo indicate is Sought... by:some as-to-the Bahk 
of Canada's view of the market; but that system 

of posted prices,.in my judgment, gives the central ban 
too much responsibility and too dominant a role in 
the making: .1 of market prices. 

COMMISSIONER BROWN: I agree with you 

that it is a very difficult position you have in 
following out the principle on which you choose to 
Operate. The fact does seem to remain that the 
market seems to get a picture of what the Bank 

is prepared to do at any time, but they get this 
through a very long, slow process. 

MR, RASMINSKY: The market gets an 

indication of the prices at which the Bank is pre- 
pared to deal with respect to individual transactions, 


All that the Bank commits itself to when it buys a 
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security at a given level of prices is the price that 
it will pay for the parcel of securities that is offere 
to it. There is no further commitment than that 
involved. So one might say that the market does not 
even get a picture of what the Bank is going to do 


in the next offering that may be made to it. 


COMMISSIONER BROWN: That is understood, 
Have you an estimate of the bank's participation 
in the market as a whole? Or shall I put it the 
other way: Do you feel -- and if you do, to what 
extent do you feel -- that the market does tend 
to lean on the Bank? 

MR. RASMINSKY: I do not think that 
that is a situation that remains the same through- 
out time, Mr. Brown. At times when the Bank, in 
pursuance of the type of intervention in the market 
that it prefers, is confining its activities mainly 
to the short end of the market the rest of the 
market acts in a more self-reliant way, without 
leaning heavily on the Bank. At the other extreme, 
at times when the Bank, for one reason or another, 
is pursuing certain definite objectives in regard 
to interest rates and is achieving those objectives 
through large-scale intervention in the market, the 
market does lean heavily on the Bank to know what 


market prices are. 


4 


This involves some difficulties. It 


involves difficulties of disengagement. There is 


more than one setting on the dial of the scale of 
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Bank intervention in the market. AS the Bank is 
moving from a situation in which it has been inter- 
vening quite strongly in the market back to one in 
which -- and I am thinking now of intervening strongly 
in other than the short end of the market -- back to 
a situation where its market activity is confined 
to the short end, then one has a mixed situation 
in which the market may have encountered a little 
difficulty in getting back to its own market-making 
or price-making activities, 

But as I say, there is more than 
one setting on the dial, and I think the Setting 
that I would prefer is one in which the market does 
not lean too heavily on the central bank for guidance 
as to what the level of Security prices should be 
in the market. 

COMMISSIONER BROWN: In paragraph 59 
of the section on debt management --- 

THE CHAIRMAN: I have one question 
following on this, first. 

Mr. Rasminsky, you mentioned that 
the trader was given authority to trade, or given 
a certain amount of latitude, to a high point and 
“-low point, in which area he was entitled to buy 
or sell, as the case may be. Can you give us some 
idea as to the magnitude of that latitude that he 
might be given? I understand it would be varying 
from time to time, but what would be the extreme 


upper limit and the more or less average? Is my 


Question clear? 
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MR. RASMINSKY: Yes, your question 
is clear, Mr. Chairman; but it is a question with 
market implications, and I would prefer; nif you 
would excuse me, not to answer the question, 

THE CHAIRMAN: Very well, 

COMMISSIONER BROWN: Paragraph 59 of 
the section on debt management. In it you say:- 

In each securities transaction 
executed on behalf of Crown 
organizations or Government 
accounts the Bank of Canada states 
that the purchase or sale is for an 
account, and the Subsequent contract 
Shows that the Bank of Canada has 
acted as an agent rather than on 
its own behalf," 

When the Investment Dealers! Association appeared 
before us there was a difference of opinion on this 
point, and Subsequently we had a letter from the 
president of the Investment Dealers! Association 

which I think Should be read into the record in order 
to correct certain impressions. Have you seen a copy? 

MR. RASMINSKY: He was kind .enough to 7 
Send me a copy of the letter, and I am pleased you 
intend to read it into the record, 

COMMISSIONER BROWN: It is addressed 
to the Secretary of the Royal Commission, and it says: 

” During the hearings of the 

Investment Dealers' Association of 


Canada, by the Royal Commission on 
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” _ Banking and Finance on July 12th, 1962, 

Commissioner Mackintosh stated that it 

was his understanding that the Bank of 

Canada always makes clear in its 
transactions whether it is acting as 
agent or acting as principal on its 
own account, 

Certain questions and answers 
followed and are recorded on pages 
2891 to: 2893 of the transcripts of 
the hearings. Some of our delegates 

made positive statements interrine 

that the Bank does not always make 

clear whether it is acting as agent 
or as principal. 

At aad teautdas of the Governor 

of the Bank, we have held meetings of 
those actively engaged in trading with 
the Bank of Canada and find that these 
Statements cannot be substantiated 

and that the confusion as to the role 
of the Bank in these transactions 
does not arise from failure on their 
part to give such advice. 

It would be appreciated if you would 
take whatever steps are necessary to 
correct the impression created by our 
assertions," 


That letter is under date September 12th, 1962. 


Now, my question, Mr. Rasminsky, is this: 
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Other central bankers with whom we have discussed this 


particular point Say it is not their practice 
to give this information, except if it suited their 
Own purposes, at the time of the transaction. One 
of them went so far as to Say that it was not any 
of the business of the street what they were really 
doing; that in order to carry out their functions 
they should try to keep the market from knowing just 
exactly what their long-term intentions were, 

MR, RASMINSKY: Yes, I think Mr. Sproul 
Sald that. 

COMMISSIONER BROWN: Yes, Mr, Sproul 
Said that, and at least one other, Mr, Sproul went 
on to say,if I remember correctly, that he did not 
regard it as a good principle of central bank action 
to undertake certain commitments and act in accordance 
with certain rules if you did not have to. if 
am paraphrasing him a little. The logical question 
to ask is: Why does the Bank of Canada undertake 
to give this information? 

MR. RASMINSKY: That is a very good 
question! This is a dhieiders Which I inherited, 
the rationale of which I, in Paces have not 
thoroughly examined. I suppose that it must be 
based upon the thought that the-attitudes of the 
investment community towards the actions of the 
central bank would differ according to whether these 
actions were being undertaken for reasons connected 
with monetary policy or as a result of a government 


transaction. In other words, whether the securities 
Were being bought or sold for the account of the Bank 
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itself or for the account of a client, 
I suppose the rationale must be that - 
Since this might affect the views of the investment 
community, they are entitled to this information, 
COMMISSIONER BROWN: Obviously, they 
are seeking clear signals, 
MR. RASMINSKY: Yes, they are seeking 
to know what the central bank is doing for its 
own account, 
COMMISSIONER MACKINTOSH: Could not 


it be just simply that the investment dealers 


are required to reveal when they are acting as principa 


or aS agent, and what is fair for one is fair for 
the other.? 

COMMISSIONER BROWN: One other point 
on which we would like your views is this question 
of statistics on holdings of)the Bank of 
Canada and government accounts. As I understand 
it, in the United States they publish a consekidated 
list by maturities of the combined hdldings of the 
Federal Reserve System and the government accounts, 
These appear fairly quickly after the end of any 
period, It has not been the practice to make 
Such detailed information available here, but it 
is available in general classifications, but not 


by maturities, 


MR. RASMINSKY: By general classificatio 
I think that the information provided regarding the 
distribution of outstanding Government of Canada 


debt is a good deal more up-to-date in Canada than 
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it is in the United States or elsewhere, At the 
present eime, for example, ‘in the Bank of Canada release 
of weekly financial statistics dated January 10th, you 
can get a breakdown of the distribution of treasury 
bills, and other Seat tae -- that is Government 
of Canada Securities outstanding -- as 


between the Bank of Canada, chartered banks, govern- 


ment accounts and the general public -- which, as 

you know, includes investment dealers -- as of 

January 9th, 1963. That is a delay of approximatel 
24 hours. 


The corresponding figures for the 
United States are published in the ‘Treasury bulletin, 
and we received in the Bank today the Treasury bulletin - 
dated December, 1962, which shows a similar 
distribution of the estimated ownership of federal 
securities, giving somewhat more detail regarding 
the amounts held by private non-bank investors 
than our figures do, as at the end of October, 
1962, so that the figures provided here on:the 
general distribution as to ownership of government 
Securities, I would say, are considerably more up- 
to-date than they are in the United States. 
COMMISSIONER BROWN: We all recognize 


that, Mr. Rasminsky. After all, we look at these 


figures ourselves each week. 

MR. RASMINSKY: Yes. 

COMMISSIONER BROWN: So we know that 
they are available, but I was asking about the 


more detailed breakdown which I do not think is pub- 


wi sio: ie 


ab 


4 
edt #4 86 , a oweale: me ae 3 


shéexad ‘to wash odt af’ -, afar xe 
GOL \Rayast betsh asite tate ke 
yTB2eer~g Lo aotvudbavats. siit » sigobatewnd 


: 
i 2 . 
Tasiatavoy al Fake ~- penebuaee TeHso bas . ” 


¢ ‘. 4 ou 4 
Bg -- gatbastedve 4etd Puese ebanad i 
‘tA 


oa .gunad betedtsdo ,ebeasd. Io Amed ond fio a 


. 
. FP ~~ <i Ae ie ~ yond 
| as ,dwidw -- olidug feusteg ed? bag, agmuooos, gue 
; ’ on 


hs 


tO BS -- a Telseod tiheomdsevits Roane eWOoDE 
oy A*5 +xoOn of Lk =) Vs Aa fy ‘s ‘ i 7h » i ,FoeL Lao. viauais 


. | omued ‘a 


. ait tod couygtt anianégaetaso eda OF Te 5 ee 


i 


_ 
ia 


ved. yusesek). eae bert t Letinty wns astnee bed tHe 
ridefluc yuuseerT oft yabod sined- edt al kv tuceh ow brs 
trate 3 wode nobdw /Soer (tedmaoed bedab 
fsrab 9 to dite wwe Se euls 29 arid te’ noivud tates 
gatbisgex iiatet orcnésdwomee gaivig eal 
oteeval dnsd-noo ovaeving ¥d blen at RE en 
~wedodoQ 3¢.bue eng @8 26 «9b somytt wwe 1sdd | 
ev to Sted bebsyoud seshyli add tadd 02 SOVt 
diusmrtgveg te gidsnsaxo of Gs gotdudigdelbh Letes 
-qi axon Yidavebltenoo sta .yar Biyow J sAOz¥ SoUD 
2996028 botinU ote cb eta cede made opabe 
is oW smuoKe SMOLRETIGO — wa 
islstl 19 3nd OW, Lia mwatA solanimesh sth) 
-4a0n Hose sevisauo ‘ae 3 


| 

) 

| 

| a a + YHONIMEAR oft cee cn 
; | sdHe wood st 8 merase he ea 


2 


sas 
fe 


sd? svode ar "% 
~ dust a aunety: tort ob 


Nethercut &: Young -T7OL = 


Terente, Ontario 
lished at all in Canada, is it? 

MR. RASMINSKY: Do you mean the more 
detailed breakdown as to who owns the securities? 

COMMISSIONER BROWN: As to the | 
securities by maturity owned by government and 
Bank of Canada account -- not by maturity, but the 
combined holdings. This is not available here, 
28.1%? 

MR. RASMINSKY: The combined holdings 
are the ones that I have indicated, broken down 
by treasury bills and other securities, The 
additional detail beyong the distribution we give as 
between Bank of Canada, chartered banks, government 
accounts and the general public is given with a 
longer lag. . The additional detail 
given by the United States indicates the holdings 
of corporations, state and local governments, and 
insurance companies. That is comparing these two, 
In the Bank of Canada statistical summary we 
publish monthly the figures of the total investment 
transactions of twelve life insurance companies 
which includes the breakdown of their securities 
of various types, one of which is Government of 
Canada bonds. 

COMMISSIONER BROWN: I would like to go 
back to my question. I may be wrong, but I under- 
Stand that in United States there are available 
figures for individual maturities of the combined 
holdings. 


MR. RASMINSKY: By maturity? By indi- 
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vidual security? 
COMMISSIONER BROWN: Yes -- of the 
combined holdings of the government and Federal 
Reserve accounts, and those were the statistics 


about which I was inquiring. 
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MR.’ RASMINSKY: Yes. I think that that is 
right, that the reporting system in the United States 
does throw up more information regarding the break- 
down by individual maturities of various classes of 
holdings. In order to get that information regarding 
the distribution of individual maturities it would 
require action on the part of some authority which had 
the power to call for such statistics. The Bank of 
Canada, in its statute, has no such authority. I 
suppose that it would be necessary for this information 
to be obtained, therefore, by government, if the 
information were desired, 

COMMISSIONER BROWN: Presumably you have 
no problem in getting the statistics-to which T wad. 
referring, which would be the: holdings of the Bank 
of Canada and ‘the government accounts. That is what I 
-was asking for. 

MR. RASMINSKY: You would like to know the 
Bank of Canada and government account holdings by 
individual issues? 

COMMISSIONER BROWN: The point is that this 
is available in the United States. 

MR. RASMINSKY: With a lag. 

COMMISSIONER BROWN: With a lag. 

MR. RASMINSKY: With a lag of several months. 
The Bank of Canada in its balance sheet publishes various 
Classifications of its holdings of investments. We show 
Separately treasury bills, other securities maturing 
Within two years and securities not maturing within 


two years. That is given weekly, and then monthly this. 
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last classification of 
securities maturing in heel than two years. is broken | 
down into securities maturing from two to five years, 
from five to ten years, and securities maturing in over 
ten years. 

COMMISSIONER BROWN: Would there be any 
particular problems involved in giving this sort of 
information in great detail? 

MR. RASMINSKY: I should like to think about 
that, Mr. Brown. There might be some problems in the 
sense that the information would have market implications. 

No doubt it is because they would have market 
implications that the figures © would be desired, and 
it might not be desirable from the point of view of the 
Sentral bank to make this information available. 

COMMISSIONER BROWN: =~ ‘I am trying to find 
out whether there would be anything against the central: 
bank's interest in makire this information available with 
a time lag, or a similar time lag to that which exists 
in the United States. The fact is that at the moment 
it 1s not available at all. 

MR. RASMINSKY: By individual issues, 

COMMISSIONER BROWN: Yes, even on a Six 
months! lag or a twelve-month lag. 

COMMISSIONER MACKINTOSH: I would think that 
there is this point that the lag might be sufficient to 
Wipe out the market implication, but if anybody wants 
to analyze what has been going on with respect to 
debt management policy and monetary policy they cannot 


get too far dealing just with totals. If they want to 
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see how the system actually has worked they need to be 
able to look historically, I would think, at what the 
Bank and the government have been doing in respect of 

MR. RASMINSKY: Individual issues? 

COMMISSIONER MACKINTOSH: -- individual 
maturities, but I can see that you do not want to put 
it out with a two-day delay. 

COMMISSIONER GIBSON: There is still a though 
which suggests that debt management operations,. the mere 
changing of maturities and refunding, have a marked 
effect on the average level of the whole interest-rate 
structure teeeir: 

From this point of view I would think that 
the later disclosure of such figures would be very 
interesting and helpful. If you would care to express 
any view on the question of how far debt management 
policy can affect interest-rate structures, it would 
be appreciated. 

MR. RASMINSKY: A view as to how far debt 
management -- 

COMMISSIONER GIBSON: I am referring to the 
8eneral level of interest rates apart from monetary 
Policy itself. As you are no doubt very well aware 
there is a rather growing school of thought that debt 
management, coordinated with monetary policy, can very 
Closely and effectively change your interest rate 
Structure, I would appreciate any comments you would 
Care to make in that connection. 


MR. RASMINSKY: I suppose, Mr. Gibson, its 
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would depend on the scale on which debt management 
operations were carried out and on what was happening 
at the time, in respect of the influences on credit. 
conditions and the level of interest rates generally. 
If debt management functions were carried eal and 
by debt management functions in this connection I had 
in mind a change. in.-the maturity distribution of the 
outstanding stock of securities -- if these were 
carried out on a very large scale, if a concerted, 
vigorous attempt were made in this way to change the 
Slope of the interest rate curve in one direction or 
another, I think it is possible that the whole level of 
the curve could, to some extent, be affected, 

COMMISSIONER GIBSON: Do you think this is 
an important consideration in national economic 
policy? 

MR. RASMINSKY: I think that if debt manage- 
ment functions were carried out on so vigorous a scale 
as this, they could be quite an important consideration. 
I think that in a way the activities of the purchase 
fund were of this character in buying long-term 
Securities in the market and ultimately, through the 
effect. of this, in using up government cash resources 
requiring additional borrowing which took place in the 
Short end of the market. 

COMMISSIONER BROWN: Has the Bank made any 
Study of ene relative size of change of maturities that 
has an appreciable effect on various portions of the 


yield curve? 


MR. RASMINSKY: Have we attempted to determine 
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what the magnitudes involved are? 

COMMISSIONER BROWN: LOG. 

MR. RASMINSKY: Only pragmatically, Mr. 
Brown, through such Operations of this character as we 
have conducted, either as agent for the government or 
in our own Switching activities, 

COMMISSIONER BROWN: That 1s all I have on 
debt Management, Mr. Chairman. 

THE CHAIRMAN: Next? 

COMMISSIONER LEMAN: Mr. Chairman, if we 
might turn to section VY of the Submission, which deals 
with foreign exchange, for which, by the Way, the sub- 
mission did Supply quite a good bit of detail, I shoulda 
like to refer both to the Submission and to Mr. 
Rasminsky's statement on the opening day of this 
discussion. 

I should like to start first with a few 
rather detailed questions on the subject matter, Does 
the Bank of Canada have knowledge of the extent, if 
any, of foreign exchange transactions that do not go 
through the chartered bank system? 

MR. RASMINSKY: That do not go through the 
Chartered bank system? 

COMMISSIONER LEMAN: Yes? 

MR. RASMINSKY: No, we do not have any 
information. 

COMMISSIONER LEMAN: Is it Suspected that 
there is a good deal going on or do you think it is 
fairly negligible? 


MR. RASMINSKY: I do not believe there are 
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Significant amounts of exchange business that are not 
conducted at some point or other through banking 
channels. Banking channels would include foreign banks 
as well as the chartered banks. There is no doubt that 
Some exchange business is conducted, Say, through 
travel agencies or express companies, but ultimately 
this retail business winds up in the banking institutions. 

COMMISSIONER LEMAN: And even this share of 
the total transactions,as I gather from the submission, 
that might have been dealt with earlier by foreign 
banks has tended more and more to be handled in Canada 
through the Canadian Chartered banks? Is that a fair 
Statement or a correct understanding? 

MR. RASMINSKY: Is the question, Mr. Leman, 
whether an increased proportion of the foreign exchange 
business conducted by residents of Canada is conducted 
through the Canadian GCnartered banking system as 
compared with the situation -- 

COMMISSIONER LEMAN: Some years ago. 

MR. RASMINSKY: -= some years ago? 

COMMISSIONER LEMAN: Yes. 

MR. RASMINSKY: Yes, it is my general 
impression that that is the case. I would not be able 
to produce statistics to verify that, for we do not 
know how much Canadian dollar business is conducted 
abroad and we also do not know how much exchange 
business the banks conduct with their own customers. 

Most exchange business, of course, is married 


off within an individual bank, and it is oni: the 


Surpluses or the deficiencies that pass through the 
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inter-bank market, and the 
only statistical Danorna tien we have relates to the 
turnover of exchange in the inter-bank market. 

It is my impression that over a considerable 
number of years the system of foreign exchange control 
played an important part in such diversion of exchange 
business to the Canadian banks from foredan banike as 
has taken place. Under the foreign exchange control 
System,all foreign exchange transactions conducted by 
residents of Canada had to be conducted through an 
authorized dealer of the Foreign Exchange Control Board, 
and the only authorized dealers were basically Canadian 
banks. No foreign banks were authorized dealers, and I 
think that in the course of that time more and more 
the practice grew up on the part of Canadian corporation 
of doing their exchange business with Canadian banks. 
However, it is the case that a fair amount of Canadian 
exchange business is done with non-Canadian banks, but 
I would say that the exchange market for Canadian 
dollars is in Canada. 

COMMISSIONER LEMAN: I gather from the last 
Paragraph of appendix II that, 3s to the part that does 
not get through the inter-bank market, you can make a 
fair guess by inference from other figures? 

MR, RASMINSKY: Well, we know, Mr. Leman, 

48 regards all the current items in our balance of 
Payments, which give rise to exchange transactions, 
What the gross “igures are. We know what the imports 
8nd exports are, what the travel expenditures and 


Teceipts are, and we also as regards the capital items 
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have a good deal of Knowledge, though in some cases that 
is or a net basis, 

Not all of the international transactions, 
however, give rise to exchange business. There are 
private firms who prefer not to pay the difference 
between the buying rate of exchange and the selling rate 
of exchange and who operate foreign currency bank 
accounts where they do the netting and the off-setting 
themselves. But we have a pretty fair idea as to the 
general order of magnitude of the customer business in 
exchange, although, as I Say, we do not know how it 
is distributed between Canadian and foreign banks. 

COMMISSIONER LEMAN: You explain to us at 
the beginning of appendix II that the inner rim of the 
foreign exchange market consists of the head offices 
of the chartered banks. Is this just a matter of 
convenience or is there any compelling reason why the 
market should be restricted to the banks? Would 
anyone else be interested in becoming, you might say, 
an intermediary for foreign exchange transactions? 

MR. RASMINSKY: You mean a broker? 

COMMISSIONER LEMAN: Brokers, or dealers 


perhaps? 
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MR. RASMINSKY: Apparently no one has 
thought that he can make a living out of doing that. 
It has been perfectly open to anyone to set up as an 
intermediary. Everybody who does exchange business or. 
who has occasion to engage in an exchange transaction 
has a bank account and deals with a bank, and I think 
it is quite normal and to be expected that the banks 
should be the exchange market. 

COMMISSIONER LEMAN: Because at the end of 
the transaction there is a transfer of funds. 

MR. RASMINSKY: That is right. 

COMMISSIONER LEMAN: Does the Bank of Canada 
itself ever deal directly with any of the chartered 
banks or always through a Montreal or Toronto broker? 

MR. RASMINSKY: All dealings are through 
the brokers, 

COMMISSIONER LEMAN: What sort of reports of 
information does the broker Supply to the Bank of 
Canada? 

MR. RASMINSKY: The brokers inform us of the 
quoted prices in the market from time to time, and the 
prices at which actual transactions take place; and at 
the end of the day they inform us of that day's turn- 
Over of foreign exchange in the market. 

COMMISSIONER LEMAN: How do the brokers 
work in practice under the pegged.rate of exchange 
System? Do they contact the Bank of Canada as soon 
as they cannot match buying and selling orders? Is 
that the way in which the Bank can keep within the 


One per cent plus _or minus. of the official pegged 
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rate? 

MR. RASMINSKY: The Bank of Canada is one 
element in the exchange market which participates in 
the market technically on exactly the same basis as the 
other elements. The brokers in Toronto and Montreal 
have key switchboards to each of the chartered banks 
and to the Bank of Canada in Toronto and Montreal, and 

comes 
when an offering of exchange/to the market from one 
bank the rest of the market will be informed through the 
broker that exchange is being offered at such and such 
a price. Then each participant in the market will 
decide whether he wants to buy that exchange or whether 
he wants to bid some other price for it. 

The Bank of Canada, acting virtually in 
all cases as agent for the exchange fund, participates 
technically in the same way as every other participant, 
though the motivation of our participation willtsoft 
course, be different. The chartered bank will be 
participating basically because it needs the exchange 
to fill an order from a customer or because it has a 
Surplus of exchange that it has bought from a customer, 
which it is not able to match off itself. 

PEST ipetalon of the Exchange Fund Account 

carried on through the Bank of Canada, will be 
motivated by views as to whether it is desirable to 
keep the rate from moving in one direction or the 
other, or to acquire reserves, or give up reserves in 
the process of doing so. 
COMMISSIONER LEMAN: What I had.in mind was 


whether in practice what happens is that the Bank of 
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Canada rather operates as the last resort, when the 
brokers find that they can't cover a position which is 
getting large and indicates a trend in a direction, by 
dealing with the banks. 

MR. RASMINSKY: [In actual fact the Exchange Fund 
Account 18 basically the equalizing factor in the 
market in which surpluses of exchange that develop in 
the market are taken up in order to prevent the prices — 
from moving in one direction, or deficiencies are ss 
provided in order to prevent the prices from moving in 
the other direction. 

COMMISSIONER MACKINTOSH: You Operate right 
through the Spread, and especially at the limits. You 
would increase your operation at the limits, but you 
are actively Operating right through the spread af 
prices move? 

MR. RASMINSKY: The changes that have taken 
Place in the reserve holdings during the period Since 
the government decided to go on the fixed rate do indicate 
that the exchange fund has in fact operated within the 


Spread, because the exchange rate has not reached the 


limit of the spread. 


COMMISSIONER LEMAN: In paragraph 14 of 
Section V, towards the end, in explaining your 
Operations for various government accounts you say: 
"The foreign currencies to supply.these 
accounts are sometimes obtained in the 
local interbank market and sometimes in 
New York or London, but it is usually more 


advantageous as well as more expeditious 
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to buy foreign currencies from the central 

banks concerned in exchange for Canadian 

dollars or United States dollars." 
What is the inference to be drawn from that? Is it the 
size of the transaction that makes it more advantageous 
or more expeditious to deal directly with the foreign 
central bank? Is it because the brokers in those 
foreign countries would also have to end up by dealing 
with their central bank, and you might as well cut 
the corner ? 

MR. RASMINSKY: I don't think so. I think 
the implication of this is that there is a good market 
for United States dollars in every country, but there 
is not a particularly good market for the whole range 
of foreign currency in the United States or in Canada. 
You can get any currency you want against U.S. dollars 
in that country, but you may not find it possible or ver 
easy to pick up some esoteric currency in the United 
States, 

COMMISSIONER LEMAN: I8 the implication that 
this remark I have quoted applies more to other than 
Sterling or United States dollars? 

MR. RASMINSKY: Which remark are you referrin 
to? 

COMMISSIONER LEMAN: That is the last 
Sentence of paragraph 14. I had read it to mean that 
you might deal with the foreign central bank even some- 
times when you are dealing in sterling or United States 
dollars, but now I gather the impression from your 


reply that you are referring to other foreign currencies, 
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other than those two. 
MR. RASMINSKY: Yes. May I read the whole 
series of sentences? 
We first refer to the bank transaction in 
United States dollars and Sterling. Then we say: 
"In addition the Bank maintains accounts 
with central banks in a number of other 
countries. These accounts enable the Bank 
to make payments by cable and to issue drafts 
in the appropriate foreign currencies as 
required by government departments. The 
heaviest requirements are those of the 
Departments of Finance and National Defence fol cena 
Then we come to the sentence that you have been referrin 
to: "the foreign currency to supply these accounts" 
-- that is the foreign currencies other than United 
States dollars and sterling --"are sometimes obtained in 
the local interbank. market and sometimes in New York 
and London. But it is usually more advantageous as 
well as more expeditious to buy these foreign currencies 
from central banks concerned-in exchange for United 
States or Canadian dollars. 
COMMISSIONER LEMAN: I understand now. I 
thought it might apply even to sterling or United 
States dollars. 


MR. RASMINSKY: No, it is not intended to 


apply. 
COMMISSIONER LEMAN: 
Now that we are under the pegged exchange 

rate System, does the Bank ever deal in forward exchange? 


MR. RASMINSKY: The Bank does not normally 
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deal in forward exchange for its own account, although 
I don't mean to be taking any self-denying ordinances 
in that respect. The Bank, as agent for the Exchange 
Fund Act, has conducted transactions in the forward 
exchange market. 

COMMISSIONER LEMAN: For instance, will it 
try toaffect the spread between Spot and forward rates? 

MR. RASMINSKY: These transactions in the 
forward exchange market are, of course, undertaken by 
the Bank, like the transactions in the Spot market, on 
the Detect tena of the Minister of Finance, whose 
money it is in the Exchange Fund Accounty<:. Onesoef the 
considerations involved in undertaking forward exchange 
transactions might well be the Spread between the spot 
and forward rates of exchange. 

COMMISSIONER LEMAN: In paragraph 10, Mr. 
Rasminsky, of the same section -- I am sorry, I seem 
not to have the correct reference in my notes. There 
is a paragraph here which refers to the fact that the 
Bank is not authorized to pay interest on deposits 
from foreign agencies, I was wondering if I should read 
into the fact that it is mentioned an inference that 
the Bank thinks it would be better if it were authorized 
to pay interest, in circumstances where it would be 
advantageous and more convenient to do so. 

MR, RASMINSKY: This was put in as a piece 
of description as regards the Bank authority. That 
ds found in paragraph 15 at page 58. 

COMMISSIONER LEMAN: Yes, I have it now. 


MR. RASMINSKY: It was not intended to convey 
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any such inference as you have Suggested. 

COMMISSIONER LEMAN: Would you be prepared 
to comment on that? Would it afford certain advantages 
or Simplify certain dealings you might have with these 
foreign agencies, if in your own judgment you were 
enabled or authorized to negotiate anything that would 
be reasonable? — 

MR. RASMINSKY: On occasions when it is 
appropriate to pay interest we do have anda use an 
alternative technique which is referred to as "money 
employed". This technique was used, for example, 
in connection with some of our central bank arnangements 
entered into in the course of the last year. 21G "184 
technique under which the Bank of Canada sets aside 
certain securities, the interest on which is used to 
compensate the other party for leaving a balance with 
us. 

In actual practice the "money employed" 
technique has not presented any difficulties, and I 
would not at the present time be inclined to feel that 
there was any particular value in asking that the act 
Should be amended to give us the power to pay interest 
on deposits. 

COMMISSIONER LEMAN: Am I right in thinking 
that other central banks suffer no such prohibition 
under their legislation? 

MR. RASMINSKY: I don't know, Mr. Leman. 

I don't know what is the position of other c+ .tral 
banks in this respect. If you wish us to do so, I 


Would be glad to have a survey made of the arrangements 


_ 


ae? 


 bedeongss anit wees 
ae 


52t34 22g ad oY pivow : MAMET. pao role Ld 


i 
) asaeae b& dtistdes oxe2'ts v2 bruew: Pout 
7 
‘ 
| wpgent dytw eved ddigim voy egaticeb chedrs 
. 
= ; 
oyew woy Jcempbet awo twog at 3h soto 38 
‘ 
vow tedo Satdtyar sfetsogen: oF bestvordue 0 6 I 
"tele 
Gaz Jd i ni AINS te G jbO (i) raMIMeAe S:, e 
bas sven ob Sw teeretat yag laaaa 
yw : 
« ’ ° ' R py : a : 
siom" es of Sevuetes at totdw suptadess vit r29% 
f ( 7 - 
Tot ,Saea eaw suptadtoes aid” "bagels 
#2u Heed fexdeoo ro to Saoe Helw aoltas 
o 7 : _ i 
az.’ ¥°% y J6Sl ane ) sataoo adit al ovat Bax 
ebiew ates gheusd to Need odt doltdeesebiu eoplm 
o¢ boaw ai doldw ao Joovednl ene aohtiuvoe8 fated 


| titiw sonk[as s eatves! ot viveo teido ond sdaane 


. +s able 
; ° : 
: i 
) red tnd 
; bevolgque Yuaca sro sOttosra Leutos al 
/ 

) I Ome .esteivuolttib vas heduseaeaq 36a aed supin 
) si? fast 6F Bbantlogt od. anid taesenq ens°ss ton I 
: 
{ } 
|) #98 ene Dede antoles ab sulevy walvoloeeq yaa se8 
| , ; ‘ | 
| teé¢atdk yveq of vewod sdt- en svip of bebmsme od 

k | ‘ 
| ec leog 

ee 


gnivetis at sdgis I mA sWAMES naMObeeIMNoD 


agittdigosg dgue on <otige sudaed [ortneo ¥ od 


\ 


| Fao tveletgel xt 
-4 
q stented yak wood stage I RCRA va 


Lex). +p rite te aotitracg edt ary 


i +. af ee en oe 


Nethercut & Young oy 7778 - 


Toronto, Ontario 


of other central banks and send it to the Commission. 
COMMISSIONER LEMAN: I was not suggesting 
it was a matter of great concern, Mr. Rasminsky. I 
was just wondering about it. 
MR. RASMINSKY: I am afraid I don't know what 
the arrangements are with the other central banks. 


THE CHAIRMAN: We will take a few minutes 


recess. 


--- Short recess. 
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THE CHAIRMAN: We will now seuee 

COMMISSIONER MACKINTOSH: Mr. Chairman, 
I have one or two questions I would like to ap 

I think with your preliminary state- 
fect you explained the need for a larger reserve 
in managing a fixed exchange rate system, I take 
it, for the purpose of absorbing shifts in foreign 
exchange, while longer term measures may be taken 
if they are persistent? 

MR, RASMINSKY: Right. 

COMMISSIONER MACKINTOSH: It gives 
you some of the latitude that a fluctuating rate 
would give you, and you suggest that you think 
that given fairly large reserves, the manageability 
of large capital flows is quite feasible. 

Without discussing particular instances, 
could you give any indication of the sorts of 
problems that would attach to managing these 
large capital flows? 

MR. RASMINSKY: Under fixed rate 
conditions? 

COMMISSIONER MACKINTOSH: Yes. I 
am just looking for some understanding, not for 
precise information. 

MR. RASMINSKY: The problem would 
arise if the capital flow was not compensatory 

with a flow of funds resulting from current account 
transactions in the opposite direction. Clearly 
to the extent that there is an inflow of capital 


which balances a current account deficit, no parti- 
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cular technical problem arises, 

COMMISSIONER MACKINTOSH: Capital flow 
that is pressing the exchange PANG in one direction? 

MR. RASMINSKy: That is right, Gapiean 
flow that is pressing the exchange rate in one 
direction or the other, 

I suppose one Should look Separately 
at the two cases where the pressure is of a character 
Which we have by and large experienced since June; 
that is, pressing the exchange rate in the upward 
direction because the inflow of capital has 
exceeded the current | account deficit, giving rise 
to transactions in the exchange market during that 
period of time, 

In that case the inflow of capital 
results in an addition to reserves. This addition 
to reserves, as you indicated in an earlier question, 
EL r’ Mackintosh, can take Place at any point in 
the permitted range of variation in the exchange 
rate. It need not wait until the exchange rate 
has been pushed to the upper limit for the Canadian 
dollar, 

The financial problem that this gives 
rise to, or the financial consequences of an 
addition to reserves, is in the Canadian dollars 
Which are required to finance the addition to 
meserves, This is a point which I am sure is very 
Clear to you but which ordinary people find difficulty 
in grasping -- 


COMMISSIONER MACKINTOSH: Thank you, 
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MR. RASMINSKY: —that reserves require’ 
to be financed when the exchange fund, through 
the Bank of Canada, adds to its reserves; it is 
buying exchange from the exchange market and it 
has to pay for the exchange and it requires Canadian 
dollars to use for the purpose of paying for the 
exchange, 

Under the system that we operate 
here, since the exchange is owned by the govern- 
ment of Canada, the Canadian dollar financing 
requirements fall on the government of Canada, 
Technically, the exchange is held in the exchange 
fund account and the exchange fund account is 
financed by advances from the Minister of Finance 
to the exchange fund account, 

These advances constitute part of the 
active assets, they are classified as an active 
asset of the government of Canada, If the exchange 
reserves are increasing in the exchange fund 
account, then the Minister of Finance has to find 
additional Canadian dollars. These requirements 
become part of his general requirements of Canadian 
dollars, and he finances them in accordance with 
whatever fiscal programs or financial programs he 
has at the time, 

If there is a budgetary surplus funds 
Would be available from the budgetary surplua to 
finance these requirements. If there is not a 
budgetary surplus, then the Minister of Finance 


must borrow the money to finance them, and this 
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raises the same type of problem as any other Canadian 
dollar financing requirement of the Minister of Seay, 

COMMISSIONER MACKINTOSH: Just the same 
88 18 produced by direct housing loans? 

MR. RASMINSKY: Yes, ae the same 4&8 
»@&8 produced ‘by: direct housing loans, exactly. ~ That 
is the general nature, I think, of the phiénding! FS 
problem at that end of the spectrum, 

At the other end of the spectrum, if 
the exchange fund is intervening in the exchange 
market and selling reserves it comes into possession 
of Canadian dollars and these Canadian dollars in 
the past have gone into ae general spool of: J: : 
Canadian dollar resources available to the government 
of Canada for its overall purposes. 

There was a limited exception to that 
statement in the course of this summer. During 
the period of the rapid run-down of exchange reserves 
the government came into possession of very large 
amounts of Canadian dollars; its Canadian dollar 
balances were at one stage, I believe, higher than 
they had been since immediately after the last 
victory loan. The government decided at that time 
as part of the program of emergency measures to deal 
with the situation to sterilize these balances and 
not use them for ordinary purposes. The purpose 
was to prevent these balances from getting into 
the private sector of the economy. 

The run-up in exchange reserves sub- 


Sequently was, as you know, very rapid and these 
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sterile balances were very soon used up to acquire 
reserves with, and I think by the month of August all 
of the government's Canadian dollar balances were 
"unsterile} so that was an exception fora limited 
duration of time. 

The system is again one under which 
the loss of reserves results in an increase in the 
Canadian dollar balances of the government of caceams 
That increase doesn't raise any particular financial 
problems, the financial problems involved at that 
end of the spectrum are those involved in the loss 
of reserves themselves, and the problems involved 
there depend upon the magnitude of the reserves and 
the magnitude of the losses, on the public appreciation 
of the significance of the losses and on what the 
underlying situation is. 

COMMISSIONER MACKINTOSH: We had a 
Suggestion, I forget from which of our witnesses 
1t came now, that what was done in 1939, if I 
remember rightly, when the exchange fund was” 
transferred from the Bank to the government, might 
reasonably be reversed, with the exchange fund 
transferred back to the Bank. 

Now, without asking you to comment on 
the policy involved here, would this merely change 
the form of these problems or would it make any 
essential difference in relation to the movement 
of the exchange fund to the requirements of monetary 


policy? 
MR. RASMINSKY: I think that basically 
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it would change the form of the problem without 
making any essential difference in the monetary policy 
field. I say that on the assumption that under 
either system the monetary policy will take Pully 

into account -- as it is bound to do -- what is 
happening in the field of our international trans- 
actions and what is happening to our reserve move- 
ments, and that it will aim at encouraging credit 
conditions that are appropriate to the circumstances, 
including those particular circumstances. 

There are other differences in the two 
systems, perhaps of a less fundamental character, If 
the exchange reserve were held by the Bank of Canada, 
the Bank of Canada would presumably make payment to 
the government for the exchange reserve and the govern- 
ment would be put in funds to retire debt, which is 
now held by the Bank of Canada, so that the effect 
of the transfer of reserves to the Bank of Canada 
would be that the gross public aor would be reduced 
by the amount of the transfer, 

COMMISSIONER MACKINTOSH: Aside from 
other transactions, the proportion of it held by 
the Bank of Canada would be reduced? 

MR. RASMINSKY: The proportion held 
by the Bank of Canada, quite so; the proportion 
held by the Bank of Canada would be reduced, 

There would be no change as a result 
of this transfer in the net public debt outstanding 
because, as I mentioned before I believe, the 


advances to the exchange fund account are au active 
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asset of the government which is an offset to the gross 
debt. 

Another difference that would be involved 
in this change which is implied in what I have 
just said is that the profits of the Bank of Canada 
would be reduced to the extent of the interest 
earned on the debt that would be paid over to the 
government, This again is a wash transaction because 
the profits are in any case paid to the government, 

and the offset to that is the earnings on the 
assets in the exchange fund account which would 
become earnings of the Bank of Canada, I think that 
those are,the main differences, 

* Technically, of course, the two systems 
would work differently. If the Bank of Canada held 
the exchange reserves, then a less of reserves would 
result in a contraction in the amount of central 
bank money outstanding. It would result ina 
contraction in the deposits of the chartered banks 

with the Bank of Canada,and the chartered banks, to 
put it the other way around, would be using deposits 
with the Bank of Canada to buy exchange from the 
Bank of Canada. 

COMMISSIONER MACKINTOSH: You would 
have to offset that? 

MR. RASMINSKY: The Bank of Canada 
would then have to offset that to the extent that 
monetary policy considerations dictated by acquiring 
Securities in the market. 


COMMISSIONER MACKINTOSH: Now, without 
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asking you the question how large the reserves should be 
i take it the case for a considerably larger reserve 
is basically that one wouldn't want to be in and out 
of the International monetary Fund with great fre- 
Berney. but that is a more remote source of support 
and need, nor would one want to have recourse fre- 
quently to special loans. Are the reciprocal 
arrangements between central banks, are these to be 
looked on as emergency measures or continuing measures? 
I am speaking of them generally and not asking | 
any particular question about Canada? 
MR. RASMINSKY: You naka that we have 

no reciprocal arrangements outstanding at the present 
time. When I say we have no Pee preeal arrangements 
outstanding, there is no cash outstanding, there 
is no cash involved in the present arrangements. We 
do have a stand-by arrangement with the Federal 
Reserve System for $250 million. I believe that 
the central bank swaps or other reciprocal currency 
arrangements are becoming a permanent part of the 
institutional framework in the monetary system. 

COMMISSIONER MACKINTOSH: Again without 
reference to the Canadian position, is the question 
of the allowable spread of one per cent under the I.M.F. 
rules -- is the questinn of the possible desirability 
of a wider spread, is this an active question 
generally in the I.M.F.? 

MR. RASMINSKY: No, it is not. 


COMMISSIONER MACKINTOSH: Or is it a 


dead duck? 


tnocugtons or oh | od ¥ 
i ot soedd’ dun” shined textes Aeewted atone 
Teqruminels etanefolines <0 estweson a eno! 
giltaes on bas. Yi Latensg mods. to ‘ye 0 ” ns 

tabaneo twode rer 
svsed ow ted nati Woy : VAG AR Pe nie ok a - 
thane ont ts ripe tans eistve oomeliuidobing: toe 
av deteguatts faoonfioer on evet ew Ysa FZ nate 


5 ; 
evedd .gotbastéetuo aes on a2 ‘oreddgatBnagad 


A Wy 
OW .uddemepgisr1s tmaaetG sat mt pevioval aaa or ‘ 
iv 
fate bet gat ddtw Jismegiexta yid=brede J oni 


suit evellad £ .notitte tha xo% ‘patete ey 


; Yonsei [s20%gioot tedyvo “oO aqawe ‘whed Feet. 
PEG 


| 

| 

| 

| 

) 

; 

| otf} oO Ivaq taensate gutsioved STB oda 
maseye yistennm edd m ALOWwSmB TT iano tdiut ; 

tuoddinw mags « :HeOTMLADAM myoteetemod ae al, 

! Holsesup aid 2h dott baad rst besa etid of sonsts 

Laz one ushiy Josh teq sxe T6 beets sidawolls’ oot 

wWilidatkesS eldieeog siv. %6 aakeeasup end si --'s 


4 


notveeup svitor as elds et /bse7ge tebiw 


fy Laat ond nt Vile 
yiom 21°82 con” sehen 06 ee 
evlain ; 


Nethercut &é Young , 7787 Pe 


Toronto, Ontario 


MR. RASMINSKY: The one per cent spread 
is incorporated in the articles of agreement of the 
International Monetary Fund, and it would require 
an amendment to the articles of agreement involving 
legislative action in all the member countries, and 
no consideration whatever that I am aware of is 
being given to altering the one per cent spread, 

COMMISSIONER MACKINTOSH: We have 
'had various suggestions about gold. Is the amount 
of gold held in the Exchange Fund just the result 

Mining 
of the gold that comes in from the Gold/Assistance Act. 
or is it a matter of rational and deliberate govern- 
ment procedure? 

MR. RASMINSKY: The amount of gold held 
in the exchange fund account is a matter of govern- 
ment decision. 

COMMISSIONER MACKINTOSH: Which is made, 
I suppose, from time to time. Would you care to 
express any views as to the adequacy of the various 
steps which I think are described somewhere in the 


paper to improve international liquidity arrangements, 


and whether you see the prospect of further progress? 
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MR. RASMINSKY: The steps that have been 
taken to improve international liquidity arrangements 
can be thought of as falling under various headings. 
The major improvement in the international liquidity 
position which has occurred in the world in the past 
ten years has, of course, been the result of the balance 
of payments deficit of the United States. Very sub- 
stantial increases have occurred in the dollar holdings 
of foreign countries. It is odd to think that it is 
only a few years ago that they were talking about the 
chronic scarcity of American dollars; and now the 
international liquidity position has been very greatly 
improved as a result of the American dollars made 
available to the rest of the world through the fact 
that American foreign aid, capital exports and military 
assistance expenditures abroad have exceeded even the 
very large current: account surplus that the United 
States has gone on earning year after year. 

COMMISSIONER MACKINTOSH: And any reversal 
of that would decrease liquidity? 

MR. RASMINSKY: Any reversal of that would 

have the effect of drawing dollars back from 
foreign countries into the United States and, 
consequently, decreasing liquidity. But that is the 
basic natural improvement which has taken place in the 
world liquidity position. 

“The International Monetary Fund has played 
a very important role, in my opinion, in improving 
the international financial structure. The Fund was 


originally established with quotas, with a pool of 
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resources, which grew to about $10 billion, and four or 
five years ago, as you know, the various mambers drtttne 
Fund undertook to increase their quotas by 50 per cent, 


with special increases in the case of certain countries, 
including Canada. So that the total of quotas in the 
Fund is now something like $15,000 million. $15,000 
million of oe Guay in the Fund is worth a good deal 
more than $15 billion of liquidity elsewhere, because 

it can be pin-pointed. It is a mobile pool of resources 
that can be drawn on as needed and restored to the Fund 
as the drawing country's payments position is improved. 
It is a revolving fund. 

Not all this $15 billion, I should say, is 
in truly usable resources; some of it is in minor 
currencies that would hardly be drawn on; but the great 
bulk of it now is in truly useable currencies, or in 
gold. 

In addition, within the last year a special 
fund associated with the International Monetary Fund 
has been established by the major industrial countries 
of the world -- the ten major industrial countries of 
the world, including Canada -- though steps have not 
yet been taken by Canada to provide the necessary 
legislative suthority for our participation in. this 
fund. This fund, amounting to $6 billion, is basically 
to be used for the purpose of offsetting short-term 
international capital flows which have become of 
increasing importance since the re-establishment of 
convertibility of currencies, the progressive re- 


€:tablishm.:% of convertibility of currencies in the pas 
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several years and the establishment of formal currency 
convertibility by the major European countries within 
the last few years. This will constitute as an importan 
addition to the international institutional framework, 

COMMISSIONER MACKINTOSH: You would think tha 
up to the moment these were pretty adequate provisions, 
and if future needs run beyond this these can be 
increased? 

MR. RASMINSKY: I think at the present time 
that apart from any questions of the distribution of 
international liquidity, the amounts provided 
through the owned resources of the major countries and 
that can be provided through the institional framework - 
which includes ae central bank credits, the currency 
Swap arrangements we were talking about -- are adequate, 

It is the case, however, that the further 
additions to the pool of international liquidity arising 
from some of these sources, and in particular from 
further additions to foreign holdings of U.S. dollars, 
can hardly be expected to continue in view of the balanc 
Payments position of the United States -- 

COMMISSIONER MACKINTOSH: In fact, they 
may well shrink. 

MR. RASMINSKY: It is possible that they 
would shrink. Consequently, it seems to me that one 
Should have an open mind towards proposals for further 
development in the international institutional frame- 
Work to provide for future needs for liquidity as 
We =a trade and world population expand. 


COUMISSIONER MACKINTOSH: Thank you, that is 
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all I have. 

MR. RASMINSKY: Before you leave this range 
of questions Dr. Mackintosh, there is one point in 
connection with the question you asked as to the locatio 
of the exchange reserves which I should have made and 

which is associated with it. It is that wherever the 
exchange reserves are located, whether they are located 
with government or with the Bank of Canada, the basic 
decisions regarding exchange policy, including the 
fixing of the d Sigh rate, are the decisions of the 
government of Canada and not hfe Bank of Canada. 

COMMISSIONER GIBSON: Mr. Rasminsky, might 
I ask you one more question in that connection? Would 
the change in the location of the holdings under the 
a ee plan inhibit your open-market operations: 
by reducing your security holdings? 

MR. RASMINSKY: No, I do not think that that 
would be an inhibiting factor. It would depend upon 
the amounts involved. It would depend on how much 
was transferred, what the reserves were at the time, 
and what proportion of them was transferred to the 
Bank of Canada. If the entire reserve was transferred 
to the Bank of Canada, then this would leave us very 
Short of securities. 

COMMISSIONER GIBSON: That is the way it 
looks to me. 

MR. RASMINSKY: Yes, on the arithmetic, that 
1s quite right. 

COMMISSIONER LEMAN : Mr. Rasminsky, would it 


be true to say that if one holds large reserves -- 
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and Dr. Mackintosh said that he would not ask you how 
large "large" was -- would it be true to say that if 
one holds large reserves he creates conditions for 
domestic policy which approach those under a floating 
rate system? In other words, you let your whole system 

absorb whatever shocks there are. I thought I drew that 
inference from your statement here. 

MR. RASMINSKY: No, I do not think so. I 
think that large reserves give you more leeway; but 
under either system, whether you have a fixed rate 
system and take fluctuations in reserves, or whether 
you have a fluctuating rate system, with the impact of 
imbalance in the foreign exchange account coming on to 
the exchange rate rather than on to the exchange reserve 
-- I think that in either case you would have to be 
concerned in your policies with what is happening to 
your international accounts, whether reflected in 
exchange reserves or in exchange rate. It may be 
that really the answer I should have given to your 
question, the short answer to your question was: Yes, 
that the two systems are Similar, not in the 
sense that large reserves give you freedom to dis- 
regard international considerations, but rather in the 
sense that you do not have that freedom under a 
fluctuating exchange rate anyway. 

COMMISSIONER LEMAN: Dr. Mackintosh said that 
he would not ask you how much "large" reserves for 
Canada would be, and I do not intend to ask you that 
either, but I would like to ask you if there is a way 


in which one, say in this role as adviser to the 
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government, could arrive at a good answer, without 
stating any amount right now. Is there a particular 
approach to arriving at the right answer? 

MR. RASMINSKY: By reflecting on it! I do 
not think that there is any formula, Mr, Leman, that 
one could suggest. Various formulae have been suggested 
by those who have looked at the broad problem of the 
adequscy of national reserves. Some might say that 
a country should aim at reserves equivalent to three 
months' gross imports. Others might say a country 
should aim at reserves equivalent to half a year's 
imports. Some might say that a great deal depends on 
the level of the current account; and another consider- 
ation is the extent of the country's international 
Oc. / the Speed with which policies will respond 
to movements in reserves. 

I think that these -- and, no doubt, many 
other considerations that I have not mentioned -- can 
be thought of, but I do not think myself that there 
is any precise formula that can be used to determine the 
adequacy of reserves. 

COMMISSIONER LEMAN: But any such deter- 
mination would take into account the fact that there 
is, in reserve, behind that, the access to the 
International Monetary Fund, swap arrangements between 
central banks, etcetera? 

MR. RASMINSKY: Yes, that is right. I think 
Perhaps a general principle that one might think of 
is that one would like to see reserves that were large 


enough to withstand losses resulting from the normal 
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imbalances that may take place over a period of time 
in the exchange market and still leave enough to provide 
time for policies to be worked out which will restore 
these iMbalances,_ : 

, THE CHAIRMAN: The only further subjects 
that we have to .deal with, Mr. Rasminsky, are first, the 
organization of the bank and information as to the 
staff and so-m,and also the relationship between the 
Bank of Canada and the government which involves a 
number of sees biois and probably will result in some 
discussion. So, I think we had better adjourn now until 
Monday at 9:15 a.m. 


MR. RASMINSKY: Good! 


~--Adjournment. 
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Monday, 
January 14, 1963, 


--- Upon resuming at Jeld A.M, 


--- Commissioner Mackintosh absent, 


THE CHAIRMAN: I call the meeting to 
order. Mr. Harrold? 
COMMISSIONER HARROLD: Mr. Rasminsky , 
I have a few questions on the management and 
organization of the Bank. We have had some 
Suggestions as to the Board of Directors, and we 
may start off there. Just a word about the present 
Board, its role and functions. In your submission 
there is not too much said about how the Board of 
Directors and management operate. The opening 
sentence reads; 
"The responsibility for the affairs 
of the Bank of Canada rests with a 
Board of Directors composed of the 
Governor, the Deputy Governor and 
twelve Directors," 
You say that the present Board has diversified 
Occupations, but I think it has turned out to be 
more than that: it is regional; there are two 
directors appointed from the province of Quebec, 
two from the province of Ontario, and one from each 
of the other provinces. You also say that the Board 
mrmally meets eight times a year. Could you tell 


US a little more as to the responsibilities of the 
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Board of Directors, and what the Board actually does 


in the transactions and business of the Bank now? 


In other words, what is considered at Board meetings, 
and how far do you actually go into the administration 
and operation of the Bank? 

MR. RASMINSKY: Yes, I would be glad 
to do that, Mr. Harrold. AS you know, apart from 
the Governor, the Deputy Governor, and the Deputy 
Minister of Finance, who is ex officio a member of 
the Board, twelve personsae appointed by the Minister 
of Finance with the approval of the Governor in Council 
for 3-year terms, The act specifies that the 
directors of the Board shall be of diversified 
occupations, The act itself does not specify that 
there shall WE regional representation on the Board 
of Directors, but in actual practice the directors 
of the Board at the present time -- and I believe that 
this has been the case since the Bank was nationalized 
include one person coming from each of the provinces, 
with the exception of Ontario and Quebec, and there 
are’ two persons on the Board from each of those 


provinces, 


The main functions of the Board which 
are Specified in the act and which de , pinuatac ty 
constitute, in my judgment, one of the most important 
if not the most important functions of the Board, are 
functions which are related to the management of the 
Bank. The directors of the Bank appoint the Governor 
and the statutory Deputy Governor, These two 


appointments require the approval of the Governor in 


NL 


ant =a) = 


ve a ad 


so ye 
' baty ed Sivow'T (eey ieamesomeitasilas * re 
tow? vege Wont doy wal .blovisk oe 38 
/ gogo ot bis . tomtevos \sutied ane ‘neat iad oa 
ym a * 


to etna B otetiae xw v2 onw' oan a amt 


pany > 
Mo, o. ; 


ire 


node tal onit a races bene: 2 BrrOeTq scent 
Lionued of tommvep ode to Levotqge ait i308 


Stit add eptiiosqa toa sAéT 
peliiarevth ‘te 4d Lede pu@oe ous om : sat 


Jadd ytddege Yon seo theadt toe Bat" endtise 
| puso ont to motsadasesngen rsaotges ad oe 
Brosoart lS ‘srt Stony aes ves Jud wt 


deny eyeiied I bus -~ sorte deat sad al ‘b1808 “ane 


t, Wh ’ 


* bestianolled ape xned etiy soate S889 ods peed ead ads 
7 a . ; 
| ,keonivetq sat to dsss moxt gaimoo aoewey. ontd sbsls 
Dalia bend ll 
ered? bas .dsetisu) tas olysen® to noligeoxs sad wal 


sioks I dosa wort beso oat so enosteq ows) Sai 


,BSonivomg 
‘i : 4 hy 


Lae nA } 
wordy peepR ote Io endltoawt mtaaedt’ oS" FF 4 


Tostsoqad) Soom ord: bo emo). onemgbul. om ib steey 

i _ : ee 
(8%e . deed sta te aneitonys. ah sane seom sit 4 ; 
\ c i 


| 

| vvog: of ob tet bas doe edd ab beltfosqé aim 
7 5 4 . a 

) 

: 

| 

| gate Be TRAYS AAC! say ‘et abtabes ots HokaW aati 


7 


romsvoy edz: datokge simid ads to crozoons® tt! 8 
ows saat? -soerzeveo ME RRS? 
ink: Gata gees ae ee 


. 


a 


aed 


Nethercut & Young = TSP = 


Toronto, Ontario 
Council. In addition, the Board has the power to 
appoint additional deputy governors, That power 
is set out in Section tick k)nafrthe Bank of Canada Act, 
which reads: 
"The Board may appoint one or more 
Deputy Governors who shall perform 
Such duties as are assigned to them 
by the Board," 
Other specific powers related to the management of 
the Bank, which are set out in the act to be performed 
by the Board a by the Executive Committee, which 
acts in regard to matters within the competence of 
the Board when the Board is not meeting, are set out 
in Section 15 (1) of the act, which reads: 
"Such other officers, clerks and 
employees may be employed as in 
the opinion of the Executive Committee 
may be necessary." 
In general, the Board, acting either on its own behalf 
or through the Executive Committee, exercises a 
control over the salaries that are paid in the Bank. 
I have gone into these matters in some 
detail, Mr. Harrold, because as I indicated before, 
I think that a primary function and a primary responsi- 
bility of the Board is to be satisfied at all times 
With the quality of the management of the Bank. 
The members of the Board and the members 
of the Executive Committee -- and here I would like 
to say, in parenthesis, that though the act itself 


Provides that there shall be one executive director 
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selected by his fellows to sit on the Executive 
Committee, which meets weekly, in actual fact’ there va 
are almost invariably two members of the Board who 
attend meetings of the Executive Committee, the reason 
for this being that in the case of the eWetar aa 
provision is made for two executive directors, and 
the meetings of the Executive Committee of the Lees 
are held immediately after the meetings of the 
Executive Committee of the Bank of Canada. So that 
the director who is also executive director for the 
1.D.B., also attends meetings of the Executive Committe 
of the Bank of Canada, as well as, of course, any 
other LE ae is in Ottawa at the time. 
The members of 

the Executive Committee and the members of the Board 
have quite frequent opportunities to see the top 
staff of the Bank in action, to form their judgments 
as to whether they are people of competence and 
intelligence, and to form a judgment as to whether 
the management of the Bank is up to its responsibilities, 
This is a function which is not too easy, which 
requires men of affairs, men of experience who 
are accustomed to judging others, to forming opinions 
of this sort. 

If the Directors of the Bank came to 
the conclusion that the management of the Bank was 
not performing its functions adequately, then it would 
be the case that the Directors of the Bank would 


have a responsibility to do something about that. 


This I conceive to be one of the main functions of the 
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directors of the Bank; as, indeed, I would expect that 
it was one of the main functions of the outside 
directors of almost any organization. By "outside 
directors" I mean directors who are not engaged 

full time in the business of the organization. 

In connection with this management 
function, before I leave that, there are other more 
specific functions that are performed by the directors 
of the Bank. I have mentioned that the directors 
of the Bank exercise a control over the salaries that 
are paid in the Bank. Generally, in the exercise of 
control over the whole economy and efficiency of the 
Bank's operation, the directors examine the adminis- 
trative budget of the Bank which is submitted to them, 
and they examine, in the course of the year, progress 
reports that are made in relation to the administrative 
expenditures of the Bank. 

Apart from this function of having this 
responsibility for the quality of the management, and 
this rather more detailed specific responsibility 
in relation to expenditures, the directors of the 
Bank perform certain other functions which, I think, 
are very important in the life of the Bank. 

The diversification of the Board, the 
fact that the Board consists of people coming from 
each province, enables the Governor and the management - 
of the Bank to have access to information, to views 
regarding developments in all parts of the country, 
information -- and this is not, of course, the only 


Source of information that we have, but it is a valuabl 
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one -- information regarding the impact of Bank policie 
in various parts of Canada, and the attitudes towards 
the Bank and its policies in various parts of Canada,- 
Another role that I have found the’ 
directors have played -- and this was one that was 
referred to by Mr. Towers in his submission -- is to 
encourage and support the Governor, at have found, 
in the time that I have been Governor, that the 
Support of men chosen not by myself and coming from 
all parts of Canada, amd the advice that I could get 
from them have been of great value to me in giving 
me courage when it was needed to discharge my own 
responsibilities, | 
One question which I am sure that you 
and others would have in mind in this respect would 
be to obtain information as to the precise role 
that the directors of the Bank play with regard to 
monetary policy. I think that perhaps I should 
add something about that. The act itself does not 
define specifically any role for the directors of 
the Bank in this connection. It seems quite obvious 
from some other provisions of the act, and in 
particular from the obvious intention of the legis- 
lator that the directors should be a part-time body 
meeting not more frequently than seven or eight times 
@ year -- I say that intention is obvious because 
the act provides a limitation on the expenditures 
that can be made in respect of directors! meetings, 
and this limitation would not permit, broadly speaking, 


of meetings much more frequent than the seven or eight 
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times a year -- it seems obvious from the act that the 
legislator did not intend that this body should 
initiate or conduct monetary policy. It seems obvious 
from this and other provisions of the act that the 
formulation and conduct of monetary policy was 
intended to becarried m by the Governor of the Bank 
however, 
on behalf of the Board of the Bank. I think ,/it would 
be a serious mistake to reach the conclusion from this 
that “the directors of the Bank do not play an important .- 
role with respect to monetary policy. The Governor 
of the Bank, in reaching his decisions -- after the 
processes of discussion that take place within the 
Bank or within government with regard to the general 
economic picture, the financial outlook, or specificall 
on monetary policy matters -- knows that he will have 
to explain neta justify the policies that he has 
followed to this group of men, and the meetings with 
the directors are frequent enough that the Governor 
is a I think at all times, of what the general 
thinking of the directors is with regard to these 
matters, 

Now, it is certainly the case that the 
thinking of some directors would be much more general 
than others, because some directors have much more 
expertise in this field than others. Nevertheless, 
the Governor is constantly aware that he must explain, 
that he must justify, that in a very real sense he 
must have the support of his Board in the policies 
that he is following. At any rate, this is the way 


that I look at the matter. I think that the directors 
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of the Bank, even without operational responsibility, 
do play an important part over a period of time in 
regard to monetary policy. This part is played, 
basically, in the way I have indicated: through a 
process of explanation, of examination. of what 
happens; through an indication given at Board 
meetings of what the general outlook of the Governor 
is towards the monetary and financial Situation, to- 
wards the economic Situation; through the reactions 
that they have to the policies-that have been 
followed and to the outlooks that the Governor has 
expressed, 

COMMISSIONER HARROLD: I gather then, 
Mr. Rasminsky, that you do not have any special 
meetings outside of the more or less regular meetings 
Seven or eight times a year? What I am thinking 
of is, in the case of what we call a crisis or a 
Special situation you do not at any time call a 
Special meeting of the Board of Directors to consider 
2b? 

MR, RASMINSKY: There have been no 
Special meetings called during the period I have 
been Governor, Mr. Harrold. 

COMMISSIONER HARROLD: In the operation 
of the Board meetings, have you had many formal 
votes -- or is that a question you would like to 
answer? 

MR. RASMINSKY: No, I do not object 
to answering that question, Mr. Harrold. In all 


these answers I would like to make it clear that I 
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am speaking only of the period of my Own personal 
knowledge. in Other words, I am Speaking only of the 
period of the last eighteen months, There have cer 
formal votes taken in the sense that motions have 
been proposed and seconded, and the Governor has 


asked for a show of hands of the directors, 
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Having given that formally correct anaWen} 

I should add that within my experiences I have regarded 
such procedure as a formalistic procedure. The process 
of discussion has, in every case that I am aware of, 
revealed a concensus of view among the directors on 
these matters, and I cannot think of any instance in 
which this taking of the vote has resulted in a division 
within the Board of Directors. 

COMMISSIONER HARROLD: Would you like to 
comment then on the merits of a somewhat larger board, 
composed of people of diversified occupations and as 
well people from financial institutions, such people 
to serve either on the board or on an enlarged executive 
committee? Do you think there would be any merit in 
Such an enlarged board? As you know, the Bank of 
England has a somewhat larger executive committee 
than we have. Is there any merit to that type of a 
Board of Directors as it would apply to our 
Particular situation in Canada? 

MR. RASMINSKY: I think one would want to 
know what were the objectives sought through an enlargin 
of the Board. 

The present Board consists of 12 appointed 
Mepresentatives and 3 others, 15 persons in all, who 
Sit around a table. That Board is of a size that lends 
itself to discussion. It consists of persons of 
diversified occupation - this is one of the qualifications 
in the act. So, I think one would want to know what 
additional qualities one would get by enlarging the 
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I know it has been Suggested that the Board 
Should include some people with financial background, 
financial expertise, that such people might be able to 
make a particularly valuable contribution to the work 
of the Bank. I think a well balanced Board should 
include people of financial background and financial 
expertise. In fact, it has always been the case that 
there have been some such people on the Board of 
Directors of the Bank of Canada. 

At the present time there are included among 
the members of the Board a number whose primary or 
secondary interest has been along these lines. As you 
are I am sure aware, our directorate includes a retired 
president of one of the chartered banks, Mr. Ashforth; 
it also includes four persons who are also Girectons 
of insurances companies at the present time; another 
is a director of a trust company; one is a director 
of a provincial savings bank; and another is a director 
of a municipal: finance company - I refer to Mr. 
Patrick, who is a director of the Alberta Municipal 
Finance Corporation. I do not know whether you would 
record this as financial expertise from 
this point of view, but one director is a chartered 
accountant, and another is a chartered accountant who 
devotes all his time to the manufacturing business. 

I do believe that a well balanced Board 
Would include some people of experti$S 2 in financial 
Matters. I would not have thought that it would be 
necessary to enlarge the Board in order to achieve 


this result. The government has a free hand as to who 
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it shall appoint to the Board, and consistent with 
appointing people from the various provinces, as is 
always done, I would have thought if the government 
considers it wise to do so, more individuals whose 
careers have been or are in the financial fheld, could 
have been appointed to the Board. 

I would like to conclude this answer by 
saying that while I think it is desirable to have 
financial expertise on the Board, going back to what 
I said at the beginning I do not think that you would 
look to the Board primarily for financial expertise, 

In my judgment you would look to the Board for the 

broad intelligence and wisdom and experience that enable 
it to judge whether the Bank is being well run or whethe 
the policies of the Bank are, broadly speaking, of an 
appropriate character. 

COMMISSIONER HARROLD: Would you say then 
that the discussion in the Board meetings might be 

limited if some active presidents or executives of 
financial institutions were appointed to the Board? 

MR. RASMINSKY : As I am sure you are aware, 
the act itself provides otherwise .... 

COMMISSIONER HARROLD: It excludes the 
chartered banks. 

MR. RASMINSKY: Section 10 provides that 
no person is eligible for appointment to the Board of 
Directors who is a director, officer, or employee of 
a chartered bank, and that any person appointed as a 
director who is a shareholder of a chartered bank, 


Shall divest himself of the ownership of the shares. 
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The directors of the Bank are required to 

take an oath of Secrecy, under the provisions of the 
act, The functions of the Board being what they are, 
I would not consider that there need be any basic 
incompatability between active participation in a 
financial institution and membership of the Board. The 
Board has, indeed, from time to time had certain chief 
executives of large insurance companies as members of 
the Board. In the past there has been occaSion where 
the Board erase an active investment dealer. There 
is nothing in the experience of these matters that 
Suggests that there is any incompatability. 

COMMISSIONER HARROLD: With respect to these 
Suggestions, you have commented fully and told us what 
the present function and role of the Board of Directors 
is; you have covered it pretty completely to my 
Satisfaction, except for one thing that I would like to 
point up. 

WO you think there is any merit in having 
a larger executive committee composed of people who have 
been active in the chartered banks? I realize there 
Could be a conflict of interest there. Let us take 
financial people generally who are interested in finance 
in a general way and who have financial expertize - 
do you think there is any merit in an enlarged executive 
Committee composed of people of this type? 

MR. RASMINSKY: I would prefer to give’a 
more considered reply to that question, Mr. Harrold. 
The implication of your previous question, that there 
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in relation to the executive committee, in a form in 
which it does not arise in relation to the meetings of 
the Board. The executive committee meets more frequentl 
than the Board; it is therefore, through the process of 
reporting and discussing, closer to the thinking of the 
Governor regarding market developments and marketing 
possibilities. The executive committee is generally 
more active than is the Board. The question does arise 
in that forn, but I don't think there is any incompata- 
bility there either; indeed one of the executive 
directors of the Bank who played a very active role 

in the life of the Bank was one of the chief executives 
of an insurance company, and there was at oan any 
Suggestion of any incompatability there. 

THE CHAIRMAN: I suppose there would be 
difficulty if an executive officer of a chartered bank 
were permitted to become a director? 

MR. RASMINSKY: Yes, I think there would be 
difficulty. 

THE CHAIRMAN: Because the chartered banks 
from time to time are, I Suppose, at arms length with 
you? 

MR. RASMINSKY: That is true, in a sense, 
and sometimes a pretty long arm. 

In a sense, Mr. Chairman, in the conduct of 
the Bank's monetary management the chartered banks are 
the object of the exercise. It is through the chartered 
banks that the central bank exercises its influence on 
the monetary system. I would, therefore, regard this 


relationship as inconsistent and incompatable, and I 
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would guess that the chartered banks would take the 
same view. 

COMMISSIONER LEMAN: A chartered bank with 
representation on the Board could not argue that it 
had not got clear Signals. 

THE CHAIRMAN: On the other hand, it is- 
perhaps unfortunate that the one financial group that 
is so closely connected with the monetary policies 
and functions of the Bank of Canada are excluded, 
because they come closest to having the expertize in 
the particular functions that you perform. 

MR. RASMINSKY: Yes -- expertiSe is one thing 
Mr. Chairman, and what you are trying to accomplish is 
something else. I think expertifSe is a necessary 
ingredient of eae mixture, but I don't think one 
could really count on the central bank and the chartered 
banks seeing eye to eye on those matters at all times. 
Frequently, they do, but there have been occasions when 
they did not. 

The fact that the chartered banks are not 
represented on the directorate of the Bank of Canada or 
On its executive committee, by no means implies that 
the Bank does not regard it as very important to keep 
track of the thinking of the chartered banks, and what 
are the reactions of the chartered banks to the central 
bank policy, or what may have been the ideas of the 
Chartered banks for improving the functioning of the 
monetary system. 

We do that in various ways: some of them 


ere continuing procedures, and some are on an ad hoc 
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basis. Of the continuing procedures, the ones that I 

think of at the moment are these: I have instituted the 
practice of meeting a minimum of three times a year with 
presidents of the chartered banks for a general exchange 
of views. These meetings have not only been pleasan 
but have been very useful as far as I have been concerne 


Secondly, there are regular quarterly meetings 
with the executive council of the Canadian 
Bankers Association. The council of the Canadian 
Bankers Association, as you know, consists of 

the general managers of the chartered banks. Every 
three months Mr. Beattie and I, and perhaps one other 
member of the senior staff of the Bank, meet with the 
general managers. For the most part we talk about 
monetary developments that have taken place since our 
last meeting; we may exchange views on what the economic 
Situation appears to be, and deal with any specific 
questions that have arisen since our last meeting. 

Preparatory to these meetings, the economists 
from the chartered banks usually visit Ottawa and spend 
an afternoon with some of the senior staff of the Bank, 
including the senior staff of the Research Department 
of the Bank. On those occasions we usually put on 
what we call in the Bank a "chart show", throwing up 
On a screen pictures of the behaviour of the various 
economic indices. This stimulates a discussion which 
permits of exchanges of information, and in some cases 
exchanges of views. This is what I would describe as 


Poutine or organized contact between top management 
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of the chartered banks and the Bank of Canada. 

In addition to that, there is a fair amount o 
"to-ing" and "fro-ing" between Ottawa,. Toronto and 
Montreal, where the main offices of the banks are located. 
IT am happy to say that it is not all "to-ing", but there 
is some "fro-ing", that some of the senior officers have 
been good enough to pay visits to Ottawa, including 
delightful occasions when they have nothing on their 


minds and just come in to talk. 
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I would like to see more of this. I think that the 
location of the Bank in Ottawa, which is inevitable, 
does mean ere nes constantly to work at the establish- 
ment of this sort of very useful contacts. I think we 
are doing a fair amount of it; I think we should be 
doing more of it. 
THE CHAIRMAN: In addition to the chanteréd 
banks, would you also include the money market dealers 
that 
as a group/would not be eligible for appointment to the 
Board of the Bank? 
MR. RASMINSKY: Of course, they are eligible, 
as you know, under the Act. 
THE CHAIRMAN: Yes, they are not excluded, 
but would there be a conflict of interest there? 
MR. RASMINSKY: Well, my hesitation in 
BeGinc to this question is perhaps indicative of the 
fact that I don't think there is any inherent or 
necessary conflict of interest. On the other hand, 
it is the case that the 
only elements in the financial soMmnt with which the 
Bank has business relationships of a continuing characte 
are the money market dealers. We have arranged lines of 
Credit to the money market dealers in an aggregate 
amount - which I have undertaken to supply you with - 
Which are quite considerable. The relationship of one 
of these lines of credit to another, the credit for 
relative 
One dealer/to another, is a matter of some consequence 
to the dealers, and I would like, if I may do so, not to 
answer the question any further than that, at least at 


this stage, Mr. Porter; I think that it does raise some 
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questions for the Bank, which the membership on the boar 

or the executive committee of financial institutions 
with which we don't have business relationships does 

not raise. 

THE CHAIRMAN: Well, it has just been pointed 
out to me that Lord Cobbold told us when he was giving 
evidence that he wouldn't want members of the discount 
market on his board; that is the attitude they take 
over there. 

COMMISSIONER LEMAN: Is it fair to ask you 
if it has been the practice of governments to consult 
with the Governor on the ee ceeeaak of board members 7: 

MR. RASMINSKY: Again, I can Speak only on 
my Own experience, Mr. Leman, and the answer to the 
question is affirmative. 

COMMISSIONER HARROLD: Affirmative? 

MR. RASMINSKY: Yes, but if I can just complete 
the answer, it would not be right to take the implicatio 
from that that the Governor has played a predominant rol 
or necessarily an active role in connection with 
appointments, but the Governor has been consulted during 
my experience, 

COMMISSIONER HARROLD: Do you think there is 
anything to the suggestion that the government is 
rather limited in its choice of directors for the Bank 
of Canada because of the number of directors that are 
appointed to chartered banks? 

| MR, RASMINSKY: Well, you are touching me at 


& vital spot there. We recently lost a director to a 


Chartered bank -- which T shall not name in case I seem 
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to be critical -- whom I was very sorry to lose, althoug 
he has been succeeded by a very estimable man. 

I would like to answer the question this way, 
Mr. Harrold; that in spite of the large ise of the 
Boards of Directors of many of the chartered banks and 
the number of individuals who are thereby excluded from 
possible membership on the Board of the Bank of Canada, 
I don't think that that size is so large as to make 
impossible the task of finding a fully qualified Board 
of Directors to perform the functions cHe er che Directors 
on the Bank of Canada should perform. 

THE CHAIRMAN: To quote Lord Cobbold again,, 
he said that he hed made an arrangement with the banks 
in Great Britain that they wouldn't appoint too many 
people to their boards. 

MR. RAMINSKY: I must talk to him about that! 

COMMISSIONER HARROLD: I think the way he put 
it, he put the finger on them first and asked that they 
be left off the list of some of the banks. 

COMMISSIONER BROWN: I was going to ask Mr. 
Rasminsky if the prohibition of shareholders of chartere 
banks really meant anything or, to reverse it a little 
bit, if being a shareholder was apt to constitus a 
conflict of interest as far as directors! operations 
are concerned? 

MR, RASMINSKY: How many shares? I really 
don't think, as a practical matter, that it is, Mr. 
Brown. 

COMMISSIONER BROWN: Thank you. 


COMMISSIONER HARROLD: I have one or two 
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questions on the personnel - excuse me -- 

COMMISSIONER GIBSON: I don't want to appear 
interested, Mr. Rasminsky, but - I haven't finished my 
statement! - have you ever considered the appointment 
of economists to the Board of the Bank of Canada?’ I 
mean, is this an area that might be considered? I can 
remember one, but there haven't been very many to my 
recollection. 

MR. RASMINSKY: Of course you realize, Mr, 
Gibson, I don't appoint the Directors of the Bank of 
Canada. 

COMMISSIONER GIBSON: [I do, but as an 
appropriate kind of person; that is why I said I didn't 
want to appear interested, 

MR. RASMINSKY: Some of my best friends are 
economists! [I certainly would be very pleased if a 
competent economist were appointed to the Board of the 
Bank of Canada. 

COMMISSIONER HARROLD: You don't think that 
would add to your difficulties? 

MR. RASMINSKY: No, I chia it might subtract 
from them; it would prove at least one economist who 
Was not publicly critical of the policies of the Bank! 

COMMISSIONER GIBSON: That has been -- 


MR. RASMINSKY: Excuse me, Mr. Gibson; there 


has been at least one professional economist on the 
Board of the Bank of Canada; this was before my day, but 
this was Pete McQueen, and I am told he was 

@ most excellent director and made a very valuable 


Contribution to the Bank. 
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COMMISSIONER GIBSON: What I had in mind in 

asking this question is that you stressed earlier that 
one of the functions of the Board of Directors was to 
assess the quality of the staff, and how the senior 
members of the staff of the Bank are usually engaged 
in what you call central banking operations as such, 
and you have stated that the Board does not discuss in 
detail matters of monetary policy. Now, I am just 
wondering if you feel that the Board -- 

MR. RASMINSKY: I am sorry, but I don't think 
I really did make that Statement, Mr. Gibson. 

COMMISSIONER GIBSON: Well, may I strike it 
from the record, then, that they do not discuss matters 
of monetary policy, but you have stated that you have 
this Board of Directors which considers the quality of 
the staff. Now, the question I am really trying to get 
at is do you think there is any great disadvantage in th 
Board chosen from a wide group, mainly the business 
community across the country,:* assessing capacities 
in the realm of central banking operations? That is 
why I asked you if you thought an economist on the 
Board might be useful. 3 

MR, RASMINSKY: © Well, as I say, I think that 
what one wants is the combined wisdom and experience in 
these matters of people of experience whose backgrour 
differ. In that combination I have indicated that I 
think it would be useful to have representatives - nc. 
representatives ,because the members of the Board are 
not there in a representative capacity - but people 


whose background is in finance. 
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For the same reason I think that it would 
be useful to have someone from the universities on 
the Board, but if the implication of the question, Mr. 
Gibson, is that it requires a degree in economics and 
some post-graduate work, -- . 

COMMISS IONER GIBSON: That is not the 
implication; I was merely asking a question. 

MR. RASMINSKY: Fine; I will not deal with 
the implications, then, 

COMMISSIONER LEMAN: He might bring along his 
own charts to throw on the screen! 

COMMISSIONER HARROLD: iI have no more questions 
on the directors but I have one or two questions -- 

COMMISSIONER GIBSON: I would like to ask 
you if you think that we have anything in particular 
to learn from the American way of doing this; having a 
board of full-time governors, full-time directors, 
whatever you want to call them, as the centre of the 
central banking system. Would you care to make any 
comments on their way of operating? 

MR. RASMINSKY: I think we have something to 
learn from en experience of the United States and every 
other country in this, and I would like to feel that we 
would keep an open mind on any procedures that would 
improve the quality of performance. 

The particular one that ysu are r: ferring to 
1s a system in which there is a Board »%f Governors 

there 
instead of/being a Governor who is responsible, th: there 
is a Board of Governors where the responsibility rests. 


Obviously, such a system is a po. sible one and that 
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apparently works in the United States, and there may be 
other countries where reponsibility is vested in a group 
of men instead of being vested in one man. 

I am not attracted to this System. I would 
like to think of this in two parts; one, the help and 
the advice that the head of the institution gets from 
the people that are permanently associated with the 
institution and, two, the locus of the responsibility 
for the conduct of the policies of the institution, 

So far as the former is concerned, that is, 
the extent of the advice that the Governor gets from 
people who are identified with the institution, I am 
in favour of getting all the advice and all the help 
that I can, and I do so in the Bank. 

We have each day - and I consider this a very 
important, in fact, the central part of my daily program 
and would make no engagements that I could possibly 

that would 
avoid / interfere with it - I have each day at 11 o'clodk 
- that is, on days that I am not giving evidence - a 
meeting of the senior staff of the Bank, where we go 
around the table and first consider what has happened, 
what the cash position of the dartered banking system 
18, what is happening in security markets, what may be 
Coming along by way of new government issues, what has 
been happening in the security markets outside Canada, 
what has been happening in the foreign exchange markets, 
What has been happening in the world generally, and I 
mean reports from the head of our research ¢epartient 
and the new facts that have come to light in the vourse 


of the day; reports on attitudes that have been expresse 
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by these various individuals which we have been in 
contact with, and I consider that this igs a great help 
to me. It provides me not only with the information, 
but it provides me with a group with which I am 
constantly in touch and assessing how monetary policy 
is working, where ideas can be threshed over as to 
whether we are S0ing along the right lines or whether 
been doing 
we have/a bit too much or perhaps not enough, and perhap 
a change of one sort or another is indicated. So, from 
that point of view, from the point of view of getting 
the help, getting the advice, I like this, I am all for this 
group system. 

From the other point of view of locating 
responsibility, it seems to me that at least in our 
Situation -- I want to be careful of the way I put this 
because I don't want to appear to be critical of the 


way this operates anywhere else and where I Say it does 


Seem to operate -- 
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~- it seems to mney 2n? our Situation, that 
the Governor should be held responsible, or that somebod 
should be held responsible, for the conduct of policy, 
and that it would make for a situation that was lacking 
in clear-cutness if the institutional Set-up was one tha 
possible for 

made it /the Governor to be over-ruled, and to go along 
with views that he did not fully share, 

Under our system the Governor, in making up 
his mind, naturally takes into account the views of 
others, but finally is left alone with his responsibi- 
lities, and he makes up his mind, and by making up his 
own mind is prepared to answer for what he does, 

| I do not know how these other arrangements 
work in practice. I do not know whether in actual fact 
it may not be the case that the head of the institution 
hes eharacteristically carried the day, I am inclined t 
think that that may very well be the way they work in 
practice. 

COMMISSIONER GIBSON: Now what do you think 
of the idea -- leaving aside for the moment the fact 
that the Americans have a group of people at the head, 
and the division of responsibility that that implies 
-- of permanent full time directors? There is the 
thought that this enables the central bank to take 
Somebody out of a particular background and have him 
apply his efforts fully to central banking questions 
and problems. 

MR. RASMINSKY: I know that this system is 
in force in the Bank of England where some people who 


We would regard as staff members’ are on the Board. 
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COMMISSIONER GIBSON: They will be taken in 
from other occupations -- 

MR. RASMINSKY: Yes, they may have been taken 
in for that particular Purpose, I do not think that 
this essentially would add very much to our present 
system, if anything. What this does is to create a 
position of prestige. It provides an additional title 
that you can give to people who are working for the 
bank and who are associated with the directors, and who 
Sit on the Court, as in the case of the Bank of England, 
and who, in discussions with the directors have the 
Status of being colleagues on the Court of the Bank of 
England. The analogue in our case, is provided, I 
think, by the amendment to the Bank of Canada Act that 
Was passed some years ago which enabled the Board to 
appoint one or more Deputy Governors in addition to 
the Deputy Governor whose appointment has to be 
confirmed by Order in Council, and who is presently 
Mr. Beattie. 

I think that this is, in our system, 
essentially a matter of Status, and I see no- 
advantage in creating a new title in the Bank -- for 
example, that of Executive Director -- to ae to one 
or two officials of the Bank who were also members of 
the Board, 

COMMISSIONER GIBSON: You would not s»e it 
a8 a device for bringing in somebody from i utside who 
Was a fairly experienced senior person so that he may 
Bet into the Bank of Canada's operations? 


MR. RASMINSKY: I think I would certainly 
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agree that from time to time it is desirable to bring 
in people from outside, and bring them in at quite 
senior levels. I do not think that the problems ‘ 
involved in that connection are problems that could be 
Solved by changing a title -- by bringing a man in and 
calling him an executive director rather than bringing 
him in and calling him Something else, 

I would not want my replies to indicate a 
closed mind towards this, Mr. Gibson, but I do not see 
that it would really make a major change in the present 
arrangement. 

I have been reminded of one aspect of the 
committee system that I did not touch upon, and which I 
think is worth Saying something about. If you have a 
committee system where the decisions have to be taken 
in a formal way -- where monetary policy decisions have 
to be taken in 4 formal way, or decisions that affect 
the course of monetary policy -- then one effect of eer 
I am afraid, would be to delay the process of decision- 
taking. There was Something said by Mr. Brown on Friday 
about the length of time that dealers sometimes feel it 
takes to get reactions from the Bank to offers or bids 
for securities. The process of monetary policy does have 
its day to day, or even hour to hour, aspects. This 
would be particularly -the case if you were. making 
Some fairly major change -- if you were getting out of 
the market for a particular security alto; -ther, ‘or 
€xample -- and I say one effect of a more °orma? .ed 
Process of decision-taking might well be to introduce 


more delay than we have now. 
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COMMISSIONER HARROLD: Following the same 
thought that Mr. Gibson has in mind of extending it 
to personnel at the management level, I believe the 
policy of the Bank now is to develop people from 
within the Bank; in other words, to bring in people from’ 
universities and to develop them. What would you think 
of the suggestion of having the Act provide that one 
of the Deputy Governors Should come from a senior 
position in a chartered bank or other financial 
institutions outside? In other words, it would not be 
the responsibility of the Governor at an appropriate 
time to promote somebody from within the Bank, but that 
it be specified in the Act that this senior staff 
person should come from outside the Bank? 

MR. RASMINSKY: Before I reply to that, Mr. 

Harrold, I would like to comment on something that you 
Said in passing to the effect that it was the policy 
of the Bank to develop its staff from inside the 
Organization. It certainly is the case that the policy 
of the Bank is to recruit as well as it can, to get as 
able people as it can, and to develop those people, 
and as they show themselves ae cf assuming 
additions] responsibility to give them additional 
responsibility. There is no policy in the Bank against 
recruiting at senior levels from outside the Nank, and, 
in fact, during the last two years th-re ha. been a 
Couple of quite senior appointments wade fro: outside 
the Bank, one of which has been announced within the 
last two weeks. We have recruited a man who was a 


Partner in an investment house and he will be given 
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the special responsibility of maintaining our contacts 
and developing our contacts with the private capital 
market. 

I would like to do more of this. I would 
like to make that clear, However, there are difficultie 
in connection with this. People of the type I have in 
» mind, and who, I imagine, you have in mind in raising 
this question, people who have acquired a position of 
some considerable responsibility in their own firms ana 
who are quite senior are, I think, in most. cases, earnin 
incomes which are higher than the Bank can pay. - Its 
in only the fortunate case where there are other 
considerations in the mind of the individual and he 
does not care too much about that, or where the 
individual feels an interest and a challenge in coming 
into the central bank, or he nas a feeling of public 
service, that we can do such recruting. I would like 
to do more, I think there is a danger in any 
organization in not from time to time introducing fresh 
blood and fresh attitudes from the outside. I want to 
Say that because I do wish to make it clear that there 
is no policy against bringing people from outside into 
the Bank. 

On the more specific question that you raised 
-- the question of a Deputy Governor being appointed 
from the chartered banks -- I would say that I have not 
seen that suggestion elaborated in any detail. I do 
not quite visualize how it would work. If what .t means 
is that it would be desirable to get somebody who had 


recent commercial banking experience to give up a 
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career with the commercial banks and come to the 
Bank of Canada as a Senior member of the Staff -- 
perhaps as a Deputy Governor of the Bank of Canada -- 
I would certainly feel that that is a possibility I 
would welcome very much, and would be willing, and 
indeed, anxious to consider, I think that Such a man, 
motivated by considerations that I would consider 
appropriate for him to want to throw in his lot with 
the Bank of Canada, could perform a very real service 
for us, 

A difficulty there is the one that I have 
indicated, that people of the Seniority that one has nfs 
mind for that are likely to be earning more money than 
they could be offered by the Bank of Canada. The 
Suggestion may mean Something else. It may mean that 
from time to time one or other of the chartered banks 
may be invited to Second somebody to the Bank of 
Canada in the role of Deputy Governor with the thought 
in mind that he would do a Stint of service in the 
central bank and then G0 back to his native habitat. 
COMMISSIONER BROWN: Not back to the bank? 
COMMISSIONER LEMAN: Back to the jungle. 
MR. RASMINSKY: Or, shall we Say, back to 


greener pastures. If that is what is meant by the 


Suggestion then I see real difficulty in it because 


in the central bank those who are in a position of 
responsibility have access to information regarding 
the affairs of individual banks, and I would feel 
inhibited about, and I would see difficulty in, 


Providing such information about the affairs of 
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competitors to a man who owed his primary loyalty to 
his own institution. I think that this would place the 
bank concerned in a position of such embarrassment that 
I doubt that this system would be one that would commend 
itself to the premiered banks, 

THE CHAIRMAN: We shall adjourn for fifteen 


minutes. 


--- A short recess, 


MR. RASMINSKY: Mr. Chairman, I am sorry to 
Say that I neglected at the opening this morning to 
introduce Mr. Mundy » the secretary of the Bank, 
who has been at the table with me today. 

THE CHAIRMAN: Thank you. We will resume 
now. Mr. Harrold? 

COMMISSIONER HARROLD: We were discussing 
the appointment of people from outside the Bank to 
positions at the management level in the Bank of Canada. 
I am sure you are familiar with the Federal Reserve 
Board System in which there is an exchange with some of 
the universities. The Federal Reserve Board is operatin 
an exchange policy with respect to its research staff. 
It brings in people from the universities for two or 
three years on the understanding that the appointment 
Bah on a temporary basis. Have you considered something 
like this with respect to the Bank of Canada, or do you 
think it has any merit? 


} MR. RASMINSKY: I think that any arrangement 
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that would bring fresh minds and fresh ideas and 
attitudes into the Bank has merit. We do some of this 
during the summer, but we have not, to my knowledge, 
as I can recall at the moment, ever arranged to obtain 
the services of a university economist for a year or 

Be ionger period. of time. Again, I certainly would not 
want to foreclose any possibility. 

One of the difficulties, I Suppose, is that 
it takes a fair amount of time before anybody you hire 
is of any use to you. You cannot bring in a man from 
a university for a year and give him the assignment 
of saying how the Bank should be run. He has to find 
out something about it first, and this takes some time. 
The assignments would have to be more Specialized and con- 
fined to work in particular fields. Those fields 
would have to be supplementary to what the research 
staff of the Bank is already doing. 

To Breve your question directly, I have not 
in any concrete case considered an arrangement of the 
Sort you suggest, but I think it is worth thinking about 

COMMISSIONER LEMAN: It might be good for 
the universities too? 

MR. RASMINSKY: Yes. Of course, the 
university presidents will tell you that their need 
is greater than the need of the central bank; that there 
ids such a shortage of qualified people, in view of 
the great growth of the university population, that they 
cannot Spare their people. Many university economists, 
as 1 am sure oud know, came here during the war. 


Several of them stayed for quite a time, and some are 
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still here, but some have returned. The universities 
have quite a problem in maintaining both the quantity 
and the quality of their instruction, and if one looks 
at the figures of the projections of university 
populations then it is evident that they are going to 


be faced with an increase in this problem. 
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COMMISSIONER HARROLD: I have one or two 
questions on the public relations of the Bank, There 
are various ways in which the Bank of Canada may 
conduct public relations: one ls with the public 
generally; and another with the financial insti- 
tutions which it affects, I believe in your evidence 
two or three days ago you mentioned Speeches, plain 
English, as being a very g00d way to communicate with, 
shall we Say, the chartered banks, Do you include 
in that speeches that might be made by the Governor 
or the Bank of Canada officials to the public generally 

MR. RASMINSKY: Yes, I do, Mr. Harrold, 
I think that in the ordinary Soures of events the 
central bank should try to explain what it is doing 
to people, that it should make information available 
On a wide basis -- not, of course, with the idea 
in mind of trying to persuade the Public the Bank 
is necessarily right in everything that it does, 
but, rather, so that those who are interested in 
these matters can form their own judgments as to 
monetary policy and operations, Speeches are one 
technique of doing that. 

Other techniques of conveying information 
to the public are the provision of statistical 
information, the provision of formal statements 
by the Bank -- such as, for example, the statement 
issued at the time of changes in the bank rate, the 
annual report of the Governor of the Bank. Apart 
from this, I think that the Governor and senior 


Officers of the central bank should from time to time 
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1 make speeches to explain monetary policy, monetary 

2 operations, 

3 The timing of such Speeches raises some 
4 problems. I have felt, during the eighteen months 

5 of my governorship, that it was not appropriate or 

6 desirable for me to make public Speeches, but that 

7 related to the circumstances of the time and does 

8 not by any means indicate a continuing attitude to- 

9 wards making speeches in public, Of course, so far 
10 as monetary policy, operations, are concerned, in 

11 the nature of things the speeches made by the Governor 
12 or the senior officers of the Bank have to be 

13 explanatory and, in a sense, backward looking, rather 
14 than constitute attempts to forecast the future, 

15 because if one were to make speeches of that sort 

16 it would run the risk of triggering off expectations, 
17 with disturbing effects on the markets. I think 

18 that the officers of the Bank must always be aware 

19 of this possibility when they speak in public. 

20 COMMISSIONER HARROLD: That is all the 
21 questions I have, Mr. Chairman. x 

22 THE CHAIRMAN: I seem to recall that 

23 the Federal Reserve System directors go out and make 
24 Speeches, Having come from certain regions of 

25 | the country, they would make speeches within their 

26 Own home boundaries, more or less, and the suggestion 
27 seemed to be that that was useful in keeping the 


‘people informed and in creating understanding of the 
Operations of the system. Would that be practical, 
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directors for making public statements of one kind 
or another? 

MR. RASMINSKY: Certainly, there is 
no reason I can see why directors of the Bank of 
Canada should not make public Speeches, if they feel 
they are able to and wish to. I do not know whether 
in the comparison you made you were referring to the 
governors of the Federal Reserve System or the 
directors of the Federal Reserve Bank. 

THE CHAIRMAN: It may have been the 
directo1sS of the Federal Reserve Bank, 

MR. RASMINSKY: I am inclined to think 
that more speeches regarding monetary policy in the 
United States and the role of the Federal Reserve 
System are made by the governors of the Federal 
Reserve System than by the part-time directors 
of the various regional banks. In other words, they 
are made by individuals who are fully identified with, 
whose career is with the American central bank. 
Allowing for the differences in the constitutional 
or organizational setup, the analogy here would be 
Speeches made not only by the Governor but by the 
Deputy Governor and other senior members of the staff. 
AS I have indicated before, I would hope that we 
would be doing more of that. My own feeling of some 
inhibition about making public speeches over the 
last eighteen months has acted as a restraining 
influence on speech-making by other members of the 
Staff of the Bank as well. 


THE CHAIRMAN: In the preamble to the 
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act incorporating the Bank of Canada there is mention 
of some of what we now call the aims of monetary 
policy. It does not mention economic growth, Would 
it be of any value to revise to some extent that 
preamble, to spell out some of the objectives that 
we have been discussing and include economic growth, 
and possibly elaborate a little more on employment, 
which is thrown in in rather a minor way there? 

MR. RASMINSKY: I think that the 
concept of economic growth is really implied in the 
acento where the purpose of the central bank is 
stated to be: 

"to regulate credit and currency 

in the best interests of the economic 

PLL eews Se NaeLOn,;. ss 
Presumably "the best interests" would embrace economic 
growth. I do not care to express a strong view, one 
way or the other, on that, Mr. Chairman. I do not 
think that the revision of this preamble sided “nave 
any Bar domi the operations of the Bank of Canada 
because, as we madeclear in our submission, we do 
regard these operations as being directed, in con- 
junction with other public ecoriomic policies, to 
the attainment of the objectives which the community 
wants, which we take to include economic growth and 
high levels of employment. 

THE CHAIRMAN: We have had certain 
representations which indicate that some people, 
at any rate, place considerable importance on the 


preamble in this instance, and some sources We find 
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Terente, Ontario 
are more interested in spelling out economic growth 
and others are not interested in that so much as in 
spelling out the employment. For what it is worth, 
those views have been put to us, and I wonder whether 
there is any advantage in considering that sort of 
amendment, 

MR. RASMINSKY: I think the main 
advantage would be that it would Satisfy the views 
that have been expressed to you. 

THE CHAIRMAN: I do not know whether 
it would satisfy them. It might assist, to some 
extent, but I was never quite sure myself as to 
what the value would be. | 

“MR. RASMINSKY: I do not think it would 
have any real effect on the operations of the Bank, 
Mr. Chairman. 

THE CHAIRMAN: I would hardly have though: 
it would have any effect on them, but it is just the 
question of whether,in the light of the experience 
that we have had since the Bank was established, 
the general aims and scope of its activities should 
be emphasized a little more for public consumption. 

MR. RASMINSKY: I would say, Mr. Chairman 
though this preamble is not drafted in the precise 
language that is currently in use, that lI continue 
to regard this preamble as an excellent statement 
of the ee objectives of the Bank. 

THE CHAIRMAN: You have told us quite 
a bit about your activities as fiscal agent for the 


government. I do not know that there is anything 
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Toronto, Ontario 
more I can at the moment ask you about your relations 
with the government On that level, except this: In 
So far as you act as fiscal agent, the Zovernment 
depends upon you for advice and, no doubt, generally 
follows it. 

MR. RASMINSKY: There are two statements 
there, Mr. Chairman! 

THE CHAIRMAN: Perhaps it should have 
been put as two questions instead of two Statements, 

MR. RASMINSKY: I am sorry -- have you 
put a question to me, Mr. Chairman? 

THE CHAIRMAN: I will revise the position 
As fiscal araee of the government you act in an 
agency position, merely, is that right? 

MR. RASMINSKY: That is FiLent, sare 

THE CHAIRMAN: It gives you no dis- 
cretion as to policy? 

| MR. RASMINSKY: It gives us no authority 
to make decisions with regard to policy on matters 
that are the concern of the government. 

THE CHAIRMAN: And when you advise the 
government, carrying out those functions, has the 
government ever rejected your advice? 

MR. RASMINSKY: Mr. Chairman, I wonder 
Whether, on consideration, you really wish to put 
that question? 

THE CHAIRMAN: » I wonder whether I can 
get at it in another way, without embarrassment. 

What I had in mind was that in your capacity as 


fiscal agent, and various functions that you perform 
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in that capacity, whether the government had any other 
source of advice? 

MR. RASMINSKY: Yes, indeed, it has, 

THE CHAIRMAN: Because I think I did 
ask a question along this line previously. 

MR. RASMINSKY: Yes, indeed it has 
other sources, Mr. Chairman. With regard to financial 
matters the government has the advice of the officials 
of the Department of Finance, and the government 
has the advice of anyone who wishes to give advice 
to the government, or from whom the government invites 
advice, The government's contacts in the subject- 
matter in respect of which we act as fiscal agent 
are by no means limited to the Bank of Canada, The 
government -- either the Minister directly, or ‘through: 
his officials -- has contact with other interested 
parties. They have direct contact, for example, 
with investment dealers with regard to matters that 
they discuss with investment dealers -- the fiscal 
position of the government, the range of possibilities 
as regards new issues, as regards the way maturing 
issues should be handled. We have a responsibility 
to give advice in connection with these matters, but 
we are certainly not the sole source of advice to 
the government, and the government has no responsi- 
bility to follow our advice if the government pre- 
fers to follow some other course, 

THE CHAIRMAN: I was just wondering to 
what extent, as a matter of practice and in fact, the 


government relied upon the Bank as fiscal agent for 


noite yours bse Tae 
Lee 
cite a ie 
ean 3k ,beshbat ,se¥- ¥ 
bth I wikat x omiaeee Breit el 


Ane 


ivisvotvete ant mn ails pes 
asd ot besbat eaat bein Ah im 7 
[etonantt ov braget dviWw .meorrdiend gah ls 
roltie ead ko ackves orig aad. Smouinrev Oy, a 


m& 


srevon et Bas «so ee oe one 


BF 6] 


soivos avig o¢ aedetw.odw ano Yas Bo) otis 


fyai tasmnipvdsg, snd wotw wort ee Jemacanag 


= 
o¢ 


. | oer) v2 . me 
tasue Deoktit as tos ew dobre *, Joegesx a ft 


TE yt —8bRMSD Lo Wied arid. oF pedtaat Bassn on 
. fasovtd@s, xo. .Wigssalh trovatnim.sdd matsee -- J0¢ 


Ostisetedat tendta doiw zg 


35> BBM \<— alatotyte ® 
pelqmsxs: to’... S9adngs SoetEb evan yet ry 
: 
| tsrid ‘BTS i LisZ5% iw apeisel Jaesseeval ae 
| fasntt on? - excieeb trmanteavel sdtweeuosth 
(OLvEE! dteeed 1S Sgist ov .thomrevey e839 To molt! 
. BUsHI Se YSW St Soteget Bs ,kounel wen abzagex, 
yLilditanoes® 2 svar of sbelbosd o@ biuode sem 
vid) .enadzam saosit ditiw aolsosrmeatio ak eolvbs evig: 
av solivOs 26 eomce Sloe eas tea ylataiies S18 8 
~Letoqgset Of Ban CosgmEVog ed? bas dreansé voy 


é a 


“SQ JaSarrisvGR Sid TL solve awe wollot of yal 


-SHTHOS ISh5O smOS rade od, 
ny py 


or guiteinow teul sar I Risse ac me 
Sd «foe? af be solttasxe 


2 Wnege Isonl? 45 Xaak 
7 a : o ¥ _ 


Nethercut & Young - 7836 - 


Toronto, Ontario 


the main source of direction -- whether in practice 
they in effect, exclusively relied upon the Bank 
in these matters, But your answer disposes of that 
question. 

MR. RASMINSKY: Good, 

THE CHAIRMAN: Then, in the operation 
of the government's deposit account and as adviser 
as to foreign.exchange and matters of debt manage- 
ment, the situation is the same? You are advising 
in your capacity of fiscal agent and you also carry 
out the mechanics of the operation, whatever they 
may be? Is that about the situation? 

MR. RASMINSKY: That is certainly true, 
or broadly that is true, The only distinction 
that I would make among the items that you have 
mentioned is this, that in respect of debt manage- 
ment and foreign exchange policy our role is definitely 
that of adviser, 

THE CHAIRMAN: Yes, 

MR. RASMINSKY: On the operation of the govern- 
ment's deposit account with us, we work on the basis 
of certain targets for the maintenance of the 
account with us. The significance of the distribution 
of the government's deposits as between us and the 
chartered banks is, of course, that this distribution 
affects the cash reserves position of the chartered 


banks, 
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But within these targets we work on, and within the 
general policies that are discussed with the Department 
of Finance, we are an operator and consequently have 
more initiative than we do with regard to the two broad 
questions of public debt management and foreign exchange 
policy. 

THE CHAIRMAN: Then when we come to the 
question of monetary policy, the situation is different? 

MR. RASMINSKY: Yes sir. 

THE CHAIRMAN: In spite of the fact that the 
statute is Silent as to who 3 responsible - that is 
Be, Yis 1t™not?. 

MR. RASMINSKY: That is right, sir. 

THE CHAIRMAN: I did not think there was 
anything in the statute that settled that question, 
but it has generally, with a short exceptional period, 
been accepted that the Bank is responsible for monetary 
policy? 

MR. RASMINSKY: I think, with the exception 
you referred to, it has been generally acknowledga@ that 
.. is joint responsibility for monetary policy, that 
Bel san and the government are responsible. The 
principle of joint or dual responsibility is the one 
that I put forward. 

THE CHAIRMAN: I recall that. But when you 
Speak of joint responsibility, how in practice does that 
work out? “I recall you described how you are in 
constant touch with the Department of Finance with 
respect to monetary policy, but, generally speaking, 


is it not your discretion which determines whether 
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conditions should be tightened to some extent or other- 
wise? 

MR. RASMINSKY: Subject to the ultimate 
responsibility of the government, that is right. The 
way it has worked out in practice in my case - and 
I speak only of my own experience - is that I have been 
responsible for the monetary policy of the Bank. All 
the monetary policy steps taken Oe Bank have been 
initiated by me and conducted under my primary respon- 
Sibility for the operations of the monetary policy. ~The 
government has been constantly informed of the develop- 
ments in monetary policy, and the government has not 
. dissociated itself from this policy; consequently, withi 
the terms of dual relationship I would say that the 
System of joint responsibility for monetary policy has 
been the one that has been in practice here during my 
g@vernership. 

THE CHAIRMAN: Then, if the occasion arises 
when the government takes a different view from you, 
the government then would intervene and would intimate 
what that difference of view was? That is a hypothetica 
question, LsaLG? 

MR. RASMINSKY: It is a hypothetical question 
but a very important one, Mr. Chairman. 

There is constantly a process of discussion 
going on between the Bank and the government, When I 
Say the "government", I refer to the various levels of 
Government. The relations between the Bank and the 
Officials of the Department of Finance are very close; 


We see a lot of them, and we are constantly discussing 
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the whole range of financial and economic developments, 
and they know what monetary policy is being pursued by 
the Bank and in the course of those discussions they 
have an opportunity to express views about the monetary 
policy. 

In addition to discussions with the officials 
I see the Minister of Finance regularly, and the same 
applies there. The Minister of Finance has the Oppor- 
tunity of expressing any views that he Cares to express 
on monetary policy. 

So, the principle which I stated in my 
statement of August 1, 1961, namely, that in the ordinar 
course of events the Bank has the responsibility for 
monetary policy, that principle has been carried out in 
practice, 

The second principle - which, as you Say, is 
a hypothetical one because vie Ser icin has not arisen - 
is if the government disapproves of the monetary policy 
being carried out by the Bank, it has the right and the 
responsibility to direct the Bank as to the policy 
which the Bank shall carry out. That situation has not 
arisen; SO, happilly, there is no practical experience 
that I can refer to as regards the technique by which 
this second principle would be made effective in practice 

THE CHAIRMAN: Do you think it would be 
advisable to recommend a statutory amendment to clarify 
that situation? 

MR. RASMINSKY: Mr. Chairman, I think the 
*ssential thing in this respect is that we should be 


Clear as to principles; that there should be no 
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misunderstanding on the part of any as to what are the 
principles that are operative with respect to the 
responsibility for monetary..policy. 

It would be for others to decide what the 
principle should be: I have stated my view of the 
principle, which is that the Bank should have primary 
responsibility for policy, that it obviously has 
responsibility for monetary operations, that ultimately 
if there is disagreement between the Bank and the 
government which, over a period of time, cannot be 
resolved by sincere effort to reach agreement through 
the process of discussion, the government must ultimatel 
be in a position to assume responsibility. The central 

. bank cannot be a state within a state, and hold out 
against carefully considered views of the government 
with regard to monetary policy. 

THE CHAIRMAN: That appears to be recognized 
now. On the other hand, the statute does not deal with 
it, and there is always the possibility that some 
governor might decide that he is appointed for seven 
years and the responsibility is his, and that there is 
nothing in the statute to say that it is not his 
responsibility. It may be that Parliament would have 
Something to say about it, but what is the power of 
the government, with the statutory position as it is, 
to intervene? 

MR. RASMINSKY: I think that this is one of 
the most important questions, whether it is enough to 
rely on the general acceptance of these principles or 


to provide some mechanism which would ensure that the 
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Governor could not carry out a monetary policy of which 
the government disapproved, and that the government 
would at all times be in a position where it was clear 
under the legislation that it would indeed have final 
responsibility for monetary policy. 

I thought it was right, as an attempt to 
assist the Commission in forming its own independent 
Judgment on this, to put before you not only my August 
1961 statement of general principles, but also to 
inform you that in my tenure as Governor the thing 
has operated according to these principles. 

I think the essential thing here - and I 
don't mean this to be a comment on whether or not the 
legislation should be amended - is that there should 
be agreement, that there should be an understanding 
as to what the Oeine tales are, because no legislation 
that the wisest man could devise will guarantee proper 
operation of this relationship. I think that any 
legislation would be capable of being used for purposes 
that were not intended, unless there was in fact general 
agreement, as there seems to be, on what are the guiding 
principles. 

THE CHAIRMAN: The difficulty appears to me 
to be that the Bank of Canada Act would indicate that 
the intention of Parliament was to set up an independent 
institution in the Bank of Canada, and now we have 
recognized the position which results in perhaps cu’ ing 
down to some extent that original concept of independenc 

I may be overstating the matter a bit by 


putting it that way, but for what.reason would the Bank 
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| Toronto, Ontario 
be set up as an independent organization, with the 
separate statute, with its own powers, if it were that 
it could be interfered with from time to time by the 
government? 

MR. RASMINSKY: With great respect, Mr. 
Chairman, I do not believe that the enunciation that I 
have made of these principles in any degree reduces the 
independence of the Bank below that which was originally 
intended by the legislature. In my judgment all it does 
is make explicit what I believe the implicit relationshi 
between the Bank and the government has always been. 
I don't think it has ever been the case that the Bank 
could carry out a policy which was in conflict with the 
monetary policy desired by the government. 

The question, it seems to me, is whether 
this situation which I think has always prevailed -- 

a situation which one of my predecessors, Mr. Towers, 
ee 0 refer to as one in which the Bank could 
not hide behind the government and the government could 
not hide behind the Bank - whether that basic situation 

Should be changed. In my judgment that situation has 
always been there and has always been what was intended. 
The question 1s whether a mechanism should be provided — 
by which the government can, when it decides to do so, 
formally assume the ultimate responsibility for monetary 
policy which is in any case its responsibility. 

If it does so, this, of course, does not 
relieve the Governor of his responsibility, because 
if the view of the government regarding the monetary 
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Governor is not able to Share, then he has no possible 
alternative but to move off and make room for Somebody 
who does share this view of the matter, 

So, I would ask permission not to agree 
with the suggestion that the principles that I enunciate 
here subtract one iota from the degree of independence 
which the Bank had at any time. 

On the other question which YOu raised «{- - 
why an independent central bank, why ‘this degree of 
independence? I do not know whether the Governor of 
the Bank really should reply to this question. This is 
a decision of the legislature in the way that it set 
up the Bank. Most countries have found that the 
Operations of the monetary policy can best be conducted 
in the public interest if conducted not by a branch of 
government but by an independent agency which is still 
of government but is not in government in the same 
degree as a branch of government. 

As to the reasons why this has been found 
more satisfactory, I suppose that an independent agency 
is able perhaps to take a longer run view of monetary 
policy, and is not subject to the same pressures that 
might develop within government to be responsive to 
Short run considerations. It means that the monetary 
manager has the independence of his own judgment as to 
what at that time the general interest requires; he has 
the independence to disagree with government, to try to 
“pursuade government, and the independence ultimately to 


leave if he is not able to do so. 
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I think that the experience of other countries is 
that for these reasons it is more Satisfactory to 
Entrust this function to an agency which -- being 
part of the government apparatus -- has more inde- 
pendence, much more independence than it would have 
as a branch of government. 

‘ COMMISSIONER LEMAN: On the other hand, 
no country has gone so far as to put control of the 
Army under the monetary authority. 

MR. RASMINSKY: No, and I hope they 
Will not! 

THE CHAIRMAN: I wonder whether this 
might have been in the minds of the Legislature, if 
it is possible to fathom that Situation; after all, 
the independence of the Bank was provided for by 
Parliament, and might it not have been one of the 
reasons for providing for état independence that 
there would be a possibility from time to time of 
the Minister of Finance or the government of the day 
to take some hasty action or ill-advised action which 
would impair the position of the Bank of Canada, 
and for that reason no provision vas made in that 
Statute for interference by the government; that the 
independence of the Bank was one of the prime 
considerations that Parliament had in mind at the 
time that the Bank was set up. Might that not be 
putting it in the true perspective? 

MR. RASMINSKY: I think that those con- 
Siderations might well have played a part; the desire 


to have an institution which would not be responsive 
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to short-run political or partisan considerations 
in the policies that it pursued, 

At the same time the position, of 
course, has always been that the Lord giveth and the 
Lord taketh away; blessed be the name of the Lord. 

It has always been open to government, if they are 
dissatisfied, to change the Act, 

THE CHAIRMAN: Not the government, 
but Parliament. 

MR. RASMINSKY: Yes, you are quite right. 

THE CHAIRMAN: Parliament, which is 
quite a different thing; it would involve a very 
much broader discussion, the fact that government 
has power to act, it can act without any public 
discussion at all until after it is done, andoit 
seems to me there is a very fundamental importance 
attached to the independence of the Bank and that 
anything that is done should be done in such a way 
that it will not impair that fundamental independence, 
because it seems to me that that was one of the 
essential purposes, unless it is desirable to abandon 
that purpose and put the Bank in the position of a 
department of government. 

MR. RASMINSKY: No, I don't think that 
it is desirable to do that, Mr. Chairman, and I would 
certainly agree with you that nothing should be done 
that would impair the degree of the independence that 


the Bank has always had. 


THE CHAIRMAN: Perhaps could we put it 


this way; that the Bank in its independence has, over 
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the years, recognized that there is, as you describe it 
joint responsibility and that the Bank carries on in 
that way, but it has not abandoned the fundamental 
independence that was given it by the original 
statute. 
MR. RASMINSKY: That is certainly the 
case so far as I am concerned, Mr. Chairman, 
THE CHAIRMAN: It is rather a difficult 
Situation, and one of the difficulties is to express 
in statutory language all the refinements that arise 
in consideration of this problen, but you do in your 
brief recommend a certain procedure to be followed, 
MR. RASMINSKY: Well, what I have said 
in the brief, Mr. Chairman, is that first I am pleased 
that the Commission is going to exercise its own 
independent judgment with regard to this matter 
and to decide whether a new procedure is needed and, 
Secondly, I have said that if the Commission should 
decide to recommend the procedure of a directive, 
a procedure under which the legislation would give 
the government the authority to issue a directive to 
the Bank as to the monetary policy which it wishes 
the Bank to follow, I have asked the Commission to 
consider yaar making sure that certain condi- 
tions should be fulfilled with regard to that directive, 
These conditions are three: first of 
all that the directive should be formal, that the 
directive should be quite formal in character, which 
I have explained by saying that it would be in writing 


and would refer to the authority under which it was 
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issued and, second, that the directive should be 
Specific in its terms and, third, that the directive 
should be published within a relatively short time, 

THE CHAIRMAN: Would you add that the 
Governor should be entitled to explain his position 
if he disagreed with that of the directive? 

MR. RASMINSKY: To explain 1? 

THE CHAIRMAN: In public. 

. MR. RASMINSKY: To whom? 

THE CHAIRMAN: To the public, 

MR. RASMINSKY: I think that the issue 
of such a directive, if it represented a conflict 
between the government ae the Governor, that it 
would lead to public discussions and public ex- 
planations, and in that I would assume that the 
Governor would make his point of view known, 

I don't think that it would be 
hecessary for the legislation to make provision for 
that; it might be considered, however, whether the 
legislation should provide that in the event of the 
issue of a directive leading to a conflict -- I 
think it is to be considered whether the legislation 
Should provide that the matter, the public statement 
made on the matter, should be referred to a parliamentary 
committee, I think that that would be the formal 
Procedure which it would be necessary to provide, 


I suppose, in the legislation. 


THE CHAIRMAN: Well, if a directive 
of that kind was issued and published, it would be 


Pretty clear to the public that there had been a 
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disagreement between the Governor and the Bank, would 
it not? 
‘MR. RASMINSKY: Mr. Chairman ---- 

THE CHAIRMAN: The government and the 
Bank. 

MR. RASMINSKY: Yes, the government 
and the Bank. Having had no experience with a 
directive procedure, I would hesitate to be dogmatic 
as to what the issue of a directive would imply. My 
instinct in the matter is to feel that in most cases 
the issue of a directive is the final stage of an 
unsuccessful discussion; that it is likely to be a 
Signing off, so to speak, and the bringing of a con- 
flict out into the open where it becomes a matter of 
public discussion and on which public opinion can 
form, 

I think that that is likely to be the 
way it would work out, but I would not like to take 
the position that this would be the only circumstances 
in which a directive might be issued. I think that 
it is possible to imagine situations where the 
government issued a directive that the Governor 
Was prepared to accept without this giving rise to 


COnilict,; 


It is even possible to imagine situations 
where. the Governor might seek a directive from the 
government because, though he didn't think that the 
issue was one which warranted a conflict with govern- 
ment, but where he thought it none the less wise to 


focus responsibility, where responsibility 
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Terente, Ontario 
lay, and thought that this could best be accomplished 
by the issue of a directive, 

I think that it would be necessary in 
all these cases to make clear that the Governor 
would have the responsibility for making clear that 
the issue of a directive by the government -- in 
this latter type of case that I have referred to -- 
he would have to make giaas that.the issue of a 
directive by the government did not represent a 
conflict with him, in order to overcome what I think 
would be perhaps the normal expectation that this 
was a highly unusual procedure and must therefore: 
represent a grave conflict between the government 
and the Governor, 

THE CHAIRMAN: Well, there would be 
really two kinds of directives; one in the case of 
a fundamental conflict between the Governor and the 
government? 

MR. RASMINSKY: Vesey 

THE CHAIRMAN:. And the other, if there 
was a conflict it was not a vital conflict, and the 
directive was in effect for clarification of the 
government's view, to protect the Governor if in 
future he was criticized for carrying out that view, 

MR. RASMINSKY: Well, I would like to 
add this, that I don't think that that case relieves 
the Governor of responsibility; I don't think that 
the case, even on a relatively minor matter, I don't 
think that the moral responsibility of the Governor 


for carrying out a policy can be disengaged. I don't 
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think he has any way out of that; he must take res- 
ponsibility for his actions even if a directive has 
been issued. 

THE CHAIRMAN: I was wondering whether there 
might be some confusion in the public's mind as to 
these directives; if the public regarded a directive 
as being almost tantamount to a Aieeeee and then 
a directive comes out and the Governor agrees to 
it, the public may think the Governor has weakened 
and it may reduce the prestige of the Governor, 

MR. RASMINSKY: That is one of the 
reasons why it would seem to me -- and this, of course, 
is very hypothetical -- it would seem to me necessary, 
in case a. directive were issued which the Governor 
Gid not regard as reason for leaving, it would seem 
to me necessary for the Governor to issue a statement 
to make clear the circumstances, 

I think part of the difficutly in 
discussing this matter is not only that we have had 
no experience with directives, but notwithstanding 
the fact that the legislation of a good many central 
banks provides authority to the government to 
issue directives, it'is very difficult to find any 
examples of cases where directives have been issued. 
The existence of the authority itself probably has 
the effect of facilitating the accommodation that 
is needed, and results in satisfactory outcomes of 
disagreements about monetary policy without the use 
of this directive. 


THE CHAIRMAN: There might always be the 
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danger that the government might get into the habit 
of issuing Racks yew 

MR. RASMINSKY: Pardon me, sir? 

THE CHAIRMAN: There might alWacte be 
the danger that the government might get into the 
habit of issuing directives; directives would become 
a common occurrence, 

MR. RASMINSKY: This would be a danger; 
this is Gercsimily 6 consideration to be taken into 
account. 

THE CHAIRMAN: Then, there is the 
other possibility of a continuing directive setting 
forth a definition of the policy which fe govern- 
ment settles upon to be carried out, perhaps for an 
indefinite period, until some change might take place. 
Have you considered that possibility at all? 

MR. RASMINSKY: I don't think tue of 
that, Mr. Chairman. It seems to me that a continuing 
directive of that sort which, presumably after pro- 
cess of discussion with the central bank, the govern- 
ment lays down the lines of policy to be carried 
out. for a period of some time, I think that this 
suffers from two main defects, one of which is a 
good deal more important than the other, 

One is that such a system, in my 
judgment, would constitute a major substraction from 
the independence of the central bank. The central 
bank would es seem to be nothing more than the 
agency for the conduct of the policy decided upon 


by the government. 
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Secondly, I think that such a directive 
could hardly meet one of the criterion which I refer 
to in my opening statement, namely, that the 
directive should be specific in its terms. I think 
it would be very difficult to formulate in specific 
terms a directive on the monetary policy that the 
government wished to have carried out over a period 
of time. 

So, for these two reasons I would not 
be in favour of a continuing directive, 

THE CHAIRMAN: Well, in the case of 
any directive would there not be considerable 
Gifficulty in being too specific? I find it rather 
difficult to visualize what the contents of a 
directive of this kind might be. 

MR, RASMINSKY: Well, the directive 
might, for example, be to raise the bank rate. 
Perhaps I should say to reduce the bank rate! Or, 
the directive might be to alter the cash reserve 
requirements of the chartered banks, or it might 
be on the assumption that we were operating under 
some sort of a minimum liquid asset ratio system 
and the directive might be to change the ratio of 
the liquid asSets that the banks were required to 
maintain, With somewhat less degree of specificity, 
it is possible to imagine a directive along the 
lines that the objective of the central bank should 
be to obtain or to carry out a policy which results 
in an increase or decrease of X or Y per cent in 


the money supply over a certain period of time, but 
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it seems to me for this procedure to operate at all 


- satisfactorily that the directive has to be some- 


a thing more than to carry out the monetary policy 


that makes everybody happy. 
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THE CHAIRMAN: That is what I had in mind, 
Well, then, the other Solution to this problem is to 
just leave it the way it is and rely upon the precedents 
that has been recognized, and all these matters can be 
worked out as they arise, I do not know whether you 
wish to express your views as to whether you would prefe 
that or something more formal. 

MR. RASMINSKY: I would hesitate to express 
my view on that, Mr. Chairman, because I would not want 
to influence the Commission. This is a vital question 
on which I think the Commission should form its own 
independent judgment. 

Of course, a difficulty in expressing a view 
is that one does not know how the directive system would 
actually work in practice. If it worked in the way you 
Suggested before of directives being shot off every 
morning then it. would not work. If it worked according 
to the broad principles which I have put forward then 
there is merit in having a situation which recognizes 
the ultimate responsibility of government in these 
matters; which recognizes that the central bank cannot 
carry out a policy which is profoundly at variance with 
the views of Uc elected representatives of the people. 
But, I come back to what I said before, that the 
important thing seems to me to be that the principles 
Should be given some sort of sanction, but whether that 
Sanction should take the form of an amendment to the 
act or whether the sanction should take the form - 
these pBarisdb18k have, of course, been accepted by 


the government -- of an endorsement of the formal 
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report is something on which I would not want to express 
a formal view. 

COMMISSIONER GIBSON: I have one further 
question, Mr. Chairman. How far does the ultimate 
responsibility of the government for monetary policy 
involve the central bank in consulting with the 
Minister specifically prior to action being taken in 
the field of monetary policy? For instance, bank rate 
is one area of which I am thinking, and an important 
change in the banks! cash reserves is another, and so on 

MR. RASMINSKY: I think one has to distinguis 
here between the formal actions taken by the central 
bank and the developments ‘in the monetary system that 
occur in the course of the Bank's cash managemement 
operations. As regards formal actions taken by the 
central bank such as the fixing of bank rate, and the 
changes in the bank rate, the Minister of Finance has 
been informed and consulted before those actions were 
taken. 

The other matter, that of cash management, 
is a more gradual process. The changes that take place 
from day to day or from week to week ~ in the cash 
position of chartered banks are not ordinarily very 
large, and there the regular meetings that I have with 
the Minister of Finance, in which the whole range of 
monetary and financial development is reviewec, provice 
an adequate opportunity for consultation. 

COMMISSIONER GIBSON: Do you think if there 
were a formal directive system im existence that it 


Would change the degree of prior consultation that you 
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have? To put it more Specifically, would you feel in 
those circumstances, a desire to give a little more 
detail to the banks? 

MR. RASMINSKY: No. 

COMMISSIONER GIBSON: Thank you. 

COMMISSIONER LEMAN: Mr, Rasminsky, let us 
use a specific example of the type of thing that might 
or might not lead to a directive. Under the fixed bank 
rate system which you have adopted Suppose you are 
considering changing it and you inform the Minister 
that it is your intention to change it, and the Minister 
Says that he does not like the proposed change. In 
those circumstances would you fe®l, for instance, that 
you should be able to go on and change it anyway, or 
would you say, if you felt strongly enough about ate 
"You had better tell me specifically why you do not 
like it; why you want the bank rate to stay where it is” 

MR. RASMINSKY: That is 2 hypothetical 
question, Mr. Leman, and I do not think that I could 
really give a truly responsive answer to it without 
knowing what the circumstances of the time are. The 
Case for acts of monetary policy, and for the 
timing of acts of monetary policy, are, in my 
experience, not always completely clear cut. One can 
never be certain in one's own mind that one has the 
ultimate truth that one knows precisely that the change 
in bank rate, for example, shoulc te of given 
Magnitude and that it should be taken at 4a given time. 

Consequently, in the ordinary course if one 


discusses these matters one would not discuss them with 
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a completely closed mind, or with one's mind made Lay 
On the other hand, there might well be circumstances 
in which the Governor of the Bank feels certain that he 
knows what should be done and when it should be done, 
and if in those circumstances he found that the Minister 
of Finance strongly held a different view he would 
certainly expect, not only in those circumstances but in 
all circumstances,the Minister of Finance to state his 
“reasons for holding the view that he holds, and if 
after prolonged discussion of the matter the two views 
were not brought together and could not be reconciled 
then I think the Governor would say to the Minister: 
"Well, if that is the way you feel about it I have to 
ask you to take the formal responsibility for registerin 
your view and igsue a directive". 

Lt might be that the need to take that 
responsibility of issuing the directive, with the 
inherent possibility of conflicting publicity, and so 
on, would be an additional consideration that the 
Minister of Finance would wish to take into account, 
and which he has not previously taken into account. 

COMMISSIONER LEMAN: I am really groping for 
occassions when a directive would be useful that would 
not lead to the resignation of the Governor. That is 
the only point on which I ama little --- 

MR. RASMINSKY: It is difficult to think in 
Specific terms of these things, of which we have had 
no Sor iensudrrine only point I wanted to register 
before is that I did not want to express a dogmatic 


view that the only time that a directive would be issued 
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would be just prior to the resignation of the Governor. 

THE CHAIRMAN: There are some other matters 
that are, perhaps, of less importance than this one 
that I wish to mention. Section 14 of the Act provides 
for the Governor's veto. Has that ever been exercised? 

MR. RASMINSKY: No, sir, it has not. 

THE CHAIRMAN: Is that a section of the Act 
that has some value? 

MR. RASMINSKY: I have not found it to be of 
any value. 

THE CHAIRMAN: Are there any conceivable 
contingencies that might arise that would make its 
remaining there useful? 

MR. RASMINSKY: I do not know what the real 
legislative history of that section is. It was 
apparently designed to eaore that if there was an 
important conflict between the Governor and the Board 
of Directors that this would come to the attention of 
the government and that the government would decide. 
That provision, incidentally, is evidence from 
the Act itself that the government under the present 
Act has powers with regard to the administration of 
the Bank and the conduct of the Bank's affairs. The 
power has not been exercised, and I do not know that 
I would regard it as a very useful and vital power, 
with the directors carrying out the functions that 
I discussed before. 

THE CHAIRMAN: Exactly, “es. 
MR. RASMINSKY: If the directcrs made 


certain decisions with regard to the cor:’uct of monetary 
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policy which were forward looking rather than their 
having this general responsibility of being satisfied 
with the monetary policy and with the way the Bank was 
being run that I referred to before, then the veto 
power would, I think, be a useful power because, as I 
have indicated, I think the responsibility of the Bank 
in relation to the S0vernment and in relation to public 
Opinion must be focussed in the person of the Governor. 
But, as the Bank operates I do not see any particular 
value in the veto power, 

COMMISSIONER LEMAN: I am wondering if it woulda 
follow from what you have just said that the retention 
of the power of veto is a sort of notice to the Board 
of Directors ee it should not meddle in monetary 
policy. 

MR, RASMINSKY: I do not think so, Mr. 
Leman, 

THE CHAIRMAN: The next point I wish to 
ask about in reference to the Act is with respect to 
the gold reserve and the redemption requirements. I 
am referring to section 23 Cay) 

"The Bank shall maintain a reserve against 

its outstanding notes and deposit liabilities 

consisting of its holdings of gold coin 


and bullion...” 


me that is Somewhat of an anachronism now, is it not? 


‘ MR. RASMINSKY: I think I would say it is 
)) otiose, 
THE CHAIRMAN: So you would have rr: objection 


Meer that were repealed? 
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MR. RASMINSKY: No, I would not, Mr. Chairman 


THE CHAIRMAN: Then there is the provision as 


to the Bank of Canada's being the fiscal agent for 
provinces. That has never been acted upon. Is there 
any point in retaining that power? 

MR. RASMINSKY: I think the only point of 


1 


retaining it would he not to make an amendment that is 
of no particular significance. As you say, the power 
has never been acted upon. The provision does not 
require the Bank to accept that responsibility. 

THE CHAIRMAN: Would you go SO far as to 
Suggest that it is not of the sort of power that would 
be appropriate for the central bank to exercise? 

Ding KnoMinoniee = fica Lt very dirficuliv, Mr; 
Chairman, to imagine circumstances in which it would 

be appropriate for the central bank to assume the 


responsibility of acting as a fiscal agent for a 


province, 
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THE CHAIRMAN: In section 18 of the Act the 
Bank is given certain powers to deal in a variety of 
instruments and make certain investments. Do you 
consider that the authority given in this section is 
sufficiently wide under present conditions? Are there 
any additions to those powers that might be appropriate? 

MR. RASMINSKY: As regards the instruments 
in which we can deal? 

THE CHAIRMAN: Yes. 

MR, RASMINSKY: No, sir, In my experience th 
powers provided under this Seaaicn for our operations 
have been adequate. I am not aware of any defficiency 
in these powers, and I have no additions to these 
powers that I wish to suggest. 

COMMISSIONER LEMAN: Mr. Rasminsky, I have 
another question. Do you feel that there would be 
some merit in the Act clarifying somewhat what the 
powers of the Bank should be in the realm of the 
ownership of real estate ? There seems to be a little 
bit of equivocal language used in the Act now. 

MR. RASMINSKY: The language used in the Act 
in this regard, Mr. Leman, is the same as the language 
used in certain other Acts; in particular, the same as 
the language used in the Bank Act. Section 18 (n) 
of our Act gives the Bank the power to: 

"acquire by purchase or lease and hold real 

or immovable property for the actual use and 

occupation of the Bank in connection with 


its business and sell and dispose of 


the same;" 
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Toronto, Ontario 
Section 81(1) of the Bank Act reads: 
"The Bank may acquire and hold real and 
immovable property for its actual use and 
occupation and the management of its business 
and may sell or dispose of the Same, and 
acquire other property in its stead for 


the same purpose," 


So that our powers in this respect are identical with 
the powers of the chartered banks. The Bank has taken 
the advice of counsel with regard to any real estate 
operations in which we have been engaged, and we are 
Satisfied that all those operations, actual and potentia : 
are fully within the ambit of our powers under the Bank 
of Canada Act, so we do not feel the need for any 
Clarification of those powers. 

COMMISSIONER LEMAN: Could something be done 
in the Act that could serve as clarification, at least 
in the minds of the public, as to how far it can expect 
the Bank to go or not to go in the ownership of real 
estate? 

MR. RASMINSKY: If Parliament wished to 
incorporate into the Bank of Canada Act any encouragements 
or injunctions in that respect it would, of course, be 
open to Parliament to do so, but we have nothing to 
Propose in that regard. 

COMMISSIONER LEMAN: Could we ask you what 
the policy of the Bank really is in this field? Is 
it cost minimization, or what is it? Would the Bank 
Consider operations in real estate as a money-making 


Proposition? 
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Teronto, Ontario 
MR. RASMINSKY: No , tr to The policy of the 
Bank in this respect is to provide facilities that are 
appropriate and necessary to conduct the Bank's operations. 
AS you are aware, the Bank has agencies across Canada. 
The Bank's requirements in respect of real estate are 
rather unusual requirements. In particular, the Bank 
has to have a great deal of underground vault space 
for the storage of valuables, currency and securities; 
and this not only in the main financial centres, but 
ee oss the country where emergency stocks of currency 
may be kept, and in order to put the Bank in a position 
where the Bank is, in 4 case of an emergency, able to 
conduct its operations from a variety of centres. This 
means that buildings which are constructed for the 
purpose of the Bank involve an expense in building which 
would not be undertaken by a private builder, since this 
expense of this large vault space is special to the 
Bank's requirements. In consequence of this fact, the 
Bank has constructed its own buildings to dee tis own 
requirements in a number of places. 
When the Bank constructs a building, or 
considers constructing a building, it takes into 
account a variety of considerations, one of which is 
the need to be located conveniently to its customers, 
conveniently to these with whom it has business 
transactions and, in particular, the banks and 
investment dealers. This, in turn, means that the Bank 
is located, or tends or wishes to be loc»ted t carry 
Out its functions properly, in what you might describe 


488 down-town locatiors close to the financial district. 
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Terente, Ontario 
Unfortunately, such locations tend to be rather 
expensive, so that the real estate that the Bank 
requires for this tends, on the whole, to be rather 
high-priced real estate. 

When the Bank puts up a building it has in 
mind the need to put up a building which is large 
enough to look after not only its immediate requirements 
but also its projected future requirements. This, not 
only for the Bank of Canada but also for our subsidiary, 
the Industrial Development Bank. The Bank also has to 
have in mind the economic use of the land that it has 
acquired; and in many cases the Bank would be making 
mneconomic use of the land if it put-up a building 
which was small in relation to the value of that land. 

The combination of these factors that enter 
into our consideration of the matter has meant that in 
Some cases the Bank hag constructed buildings which, 
in the first place and for some little time ahead, 
provided space to rent to others. In renting the space 
to others the Bank is guided by the prevailing rates for 

Similar space in the areas concerned, and does not 
undercut the market. 

COMMISSIONER LEMAN: I have one question 
on another subject that we talked about this morning. 
You have explained to us that at times you have regular 
and formal meetings with representatives of the 
chartered banks. I believe the trust companies and 
even the loan companies have expressed an opinion that 
it might be useful to them if the Bank sometimes held 


formal meetings with their representatives, to give them 


—_— 
‘ie : 4 s , say) : 


ee x 
sr ae 
» 4) : es Le ae Gey 
a ¥ ; P| i 7 ; 
‘ = are | \ 7 as 
ay weed 


) pd 
Staameaiupss sepia oe 0 
| tot uebae onesie oourdiea ela up : bi 
| .\retbfetiva SUd LOM conte ditt pbeaed to" aol bat 

i 228d. cats ito eat xned deaagoTeved tab 

) ia 7 t 
| BtaitL speit Geta: ane ‘NOb8y otniotaos ent baky! n 


salien-ed Aigow “tei aby: SO280 Ghem ol one Xb ups 
{ : " \ 
| sathitud & OW tigaah* Th lersi=p8 Sig ‘Sey Oh 


ae 


oh ae 


p : ey 

sboel yards to splsl erties Ot teakient Ho Lisine enw He fi 
3 

‘ ; ; . a . 
aide J6ie xtedoat seat to fos sen tGoe 0 sat ; 


Fe 
at vad Jess ean cere iat ae ‘MOLT SIS OLBHO DS” ei a 
| solv seerh Oru HST Mey So ear aed act hd 
,Weatta smite lial &* son eae few ae te 


¥ Vinalt x - 
Sobge aig auiiies cl ,anedee oo) test oe pangs ad 


- 


{ 
pio eeve7 gailioyerd add es Reiley ef Sina was: St 
t 
i 


coivdeuns to evadt 2) (ae AENOKEEIOD" 


. -<aoSrrita. tds) tuede Peale? ow Jang —_—__ neiiten m 
| saluged svad HOR: asmld Le Petr eu av boandrats 4 
3 | wt I< eaxtoestiys yigen Aitiw wantteon 
| bere eetsagines bests oes quetied i oe : 
Sects nolgsgd aK: baneongie. eit: b ieiclon Heol belt 
biad Sanittemoe edie oe sna + tuteek oa ¢ 
_ [meade awte of. cavivernss 


ss 
iS 


e 


4 Nethercut & Young - 786 5 ~- 


Toronto, Ontario 
the Bank's views con the way they may fit their operation 
into the particular, desired credit conditions that the 
Bank has in mind. Cén you see any difficulty about 
this, springing from the fact they do not belong to 
the system formally, as such? | 

MR. RASMINSKY: Not at all. I would be 
delighted to meet with any group that is willing to meet 
with me. 

THE CHAIRMAN: There are just three small 
points that I overlocked, Section 11 of the Bank of 
Canada Act, as amended, provides for the directors! 
fees to be fixed by the bylaws of the Bank. The 
aggregate amount shall not exceed $30,000 in any year. 
That is the aggregate amount covering the fees of all 
the directors, as I understand. Is that sufficient 
now? 

MR, RASMINSKY: I would like to see that 
limit inereased, Mr. Chairman, at the time that the Act 


is revised. The limit has not been an inhibition on 


the frequency of meetings that the directors have though 


appropriate, but it is a pretty snug fit, and if the 
directors should decide that they wish to meet more 
frequently than seven or eight times a year, then the 


$30,000 limit would be inadequate. I would like to see 


%) the limit raised. 


THE CHAIRMAN: Then the next point is with 


respect to the length of term of office of the Governor 


and the directors. Is that satisfactory as it stends? 


COMMISSIONER LEMAN: Or would twenty-five 


‘years be better?! 
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s z, Sevcato, Ontario 

MR. RASMINSKY: I thought that question was 
of the opposite character -- whether three or four years 
would be better! 
4 I would see no reason for proposing a change 
5 iy the time, or for resisting anybody's proposal for 
6 a change in the length of the tern. 
1 THE CHAIRMAN: It has also been suggested 
3) that there should be a regular parliamentary review of 
of the operations of the Bank -- that is, by a parliamentar 
10 committee. 
uf MR. RASMINSKY: Well, parliament, I take it, 
nl is master of its own procedure, Mr. Chairman, and if 
13) Parliament wishes to consider, let us say, the annual 


a 
a} 


report of the Bank, or to call the Governor to appear 


14/| 
| | 
IS} before it, it is cpen to Parliament to do so. 


16] COMMISSIONER BROWN: In both the Bank Act 


17| and the Quebec Savings Bank Act there is a section 
18) which includes a government guarantee on the chartered 


19) banks! deposits and the Quebec Savings Bank deposits 


“| in the Bank of Canada. If this is going to be in the 


Statute anywhere, it would seem more appropriate that 


meat should be in your act. I wondered if you had any 


i 
bs 
3) comments on that peculiarity. 


MR. RASMINSKY: No, I am afraid I do not 


u 


_know enough about it to comment, Mr. Brown. 


‘ A 
HM ¥ 


COMMISSIONER BROWN: I think it is section 
71(3) of the Bank Act. 
COMMISSIONER LEMAN: Perhaps it should be 


“put on the record that the guarantee has never been 


anvoked! 
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MR. RASMINSKY: 


I am really shocked as I 


read this provision. There is Provision for the various 


cash reserves to be maintained with the Bank of Canada, 


and then section 71 (3) of the Bank Act reads: 


"IT the property and assets of the Bank of 


Canada are insufficient to Pay its debt and 


Piao erties 2. 
8| ZL am not Soing to read the SeEst. of It} Lthinic. 5 would 


agree that if such ¢ Provision should be found anywhere, 


perhaps it would be better in the Bank of Canada Act, 


COMMISSIONER BROWN: 


There is a Similar 


| subsection in the Quebec Savings Bank Act. 


THE CHAIRMAN: That coneludes the discussion, 


I should like to Say that we wish, once 


again, to thank you, Mr, Rasminsky, and your staff for 


/ all the help that you have given to this Commission 


I} both before ang during these hearings, I should like 


to make particular reference to the truly magnificent 


performance that we have had from yourself, Mr. Rasminsk 


‘during the last four days. 


We shall now adjourn until 9:15 tomorrow 
morning,’ when we shall consider the Submission of the 


Canadian Bankers! Association. 


MR. RASMINSKY: ‘Thank you very much, Mr. 


--~- Adjourned, 
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BANK OF CANADA, Ottawa. 


May 31, 1962. 


| The Hon. Dana Porter, 


| Royal: Commission on Banking and Finance, 


The Constitution and Functions of 
the Bank of Canada 


The Role of Monetary Policy 
The Techniques of Monetary Policy 


The Role of the Bank of Canada in 
Debt Management 


The Role of the Bank of Canada in 
Foreign Exchange. 
Yours very truly, 
L. Rasminsky, 


Governor 
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- gubmission by the Bank of Canada to 
| the Royal Commission on Banking and 
| Finance 


May 31, 1962. 


I - THE CONSTITUTION AND FUNCTIONS OF THE BANK OF CANADA 
i] Ownership 

1. The Bank was founded in 1934 as a 
privately-owned corporation. By 1938 ownership had 

| eyed in two stages to the Government of Canada and 

| since that time the Minister of Finance has held the 


| entire $5 million share capital issued by the Bank. 


3] in the Act) to build up the Rest Fund gradually to $25 

| million, the annual profits of the Bank are to be 
remitted to the Receiver General of Canada for credit to 
the Consolidated Revenue Fund. The Rest Fund limit 

u| was reached in 1956 and since then all of the profits 

1 have gone to the Receiver General. 

| Management 

| 2. The responsibility for the affairs of 

the Bank of Canada rests with a Board of Directors 
composed of the Governor, the Deputy Governor and twelve 
Directors. The Directors are appointed for three year 

| terms by the Minister of Finance with the approval of 

; the Governor in Council. They must be selected from 

. ireiricd occupations, and no Director can be a 
eerector, officer or Renisntag eed of a chartered bank. 

The Directors, in turn, appoint the Governor and Deputy 


Governor, also with the approval of the Governor in 
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Council, for seven-year terms during good behaviour. 
The Governor, the Deputy Governor and the Directors are 
eligible for reappointment on the expiration of their 
terms of office. In the transaction of the business 
of the Bank each Director has one vote. The Deputy 
Minister of Finance sits on the Board but does not have 
the right to vote. The Board normally meets eight times 
ayear. Between its meetings an Executive Committee, 
composed of the Governor, the Deputy Governor, one 
Director and the Deputy Minister of Finance (without a 
al vote), acts for the Board and has all the powers of the 
Board. It is required to submit its minutes-to the 
next Board meeting. It is specified by By-Law that the 
Executive Committee shall meet at least once every week 
and in practice any Director who is in Ottawa on the 
day of the meeting attends. 

3. The presence of the Deputy Minister of 
Finance on both the Board of Directors and the Executive 
Committee provides a formal channel of communication 
between the Bank of Canada and the Department of Finance. 
It is supplemented by many other closer contacts of a 


less formal character. 


4, The Governor is Chairman of the Board and 
chief executive officer of the Bank and handles the 
direction and control of the Bank's affairs on behalf of 
the Board. The Governor has the power to veto any 
| decision of the Board or its Executive Committee but 
| must inform the Minister of Finance of his action within 
seven days, and the Governor in Council may confirm or 


disallow the veto. Any Director may also inform the 
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Minister of his view of the matter in question and this 
must also be transmitted to the Governor in Council. 
There has been no occasion on which the Governor has 


exercised his right of veto, 


5. In the absence of the Governor, the Deputy 
Governor exercises all the powers of the office. 

6. The salaries of the Governor and Deputy 
Governor, who are full-time officers of the Bank, are 
determined by the Directors subject to the approval of 
the Governor in Council. The other Directors are not 

| paid salaries: they are entitled to receive fees for 
attendance at meetings of the Board and the Executive 
Committee which, exclusive of expenses, cannot exceed 
$30,000 per year for the Board as a whole. 

7. In addition to the Deputy Governor who is 
a member of the Board of Directors, there may be one or 
more Deputy Governors appointed by the Board to perform 
such duties as are assigned to them. At the present 

time there are two Deputy Governors so appointed by the 
y Board. 

Monetary Policy Function 

8. The duties of the Bank are stated in a very 
general way in the preamble to the Act, which indicates 

| that the Bank is to "regulate credit and currency in 

| the bést interests of the economic life of the nation, 

~.| to control and protect the external value of the national 
| monetary unit and to mitigate by its influence 

a in the general level of production, trade, 
Prices and employment, so far as may be possible within 


the scope of monetary action, and generally to promote 
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“the economic and financial welfare of the Dominion", 
The Act does not specify the methods vinnie the Bank 
should pursue its objectives but certain powers that it 


grants to the Bank, together with certain provisions 


of other legislation, enable the Bank to influence credit 


conditions in the economy. 

9. The Bank of Canada Act gives the Bank the 
sole right to issue notes payable to bearer on demand 
intended for circulation in Canada, and the Currency, 
Mint and Exchange Fund Act provides the Bank of Canada 
,;| notes are legal tender and, except for gold coin, and 

: subsidiary coin in very small amounts, the only form of 
legal tender in Canada. (The Bank of Canada Act provides 
| that Bank of Canada notes shall be redeemable in gold, an 
| that it shall maintain a gold reserve of at least 25 per 
B Beene against its outstanding notes and deposit 
liabilities. The gold redemption requirement has been 
Buspended each year since 1934 by order-in-council 

under section 22 of the Bank of Canada Act. The gold 
reserve requirement was withdrawn in 1940 by the Exchange 
Fund Order and this withdrawal was continued by 
Subsequent legislation -- since 1952 by the Currency, 
Mint and Exchange Fund Act -- subject to reimposition by 
~order-in-council). 

10. The Bank Act requires that each chartered 
~ bank maintain on the average during each calendar month 
Cash reserves in the form of Bank of Canada notes and 
deposits at the Bank of Canada equal to at least 8 per 
cent of its Canadian dollar deposit liabilities. The 


of Canada Act permits the Bank to buy and sell a 
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broad range of financial assets. These provisions 
enable the Bank to vary the amount of was reserves 
available to the banking system and by so doing to 
regulate the broad trend of the combined total of 
currency outside banks and chartered bank deposit 
| liabilities in a manner consistent with the changes in 
| credit conditions which it considers appropriate in ali 
the circumstances. 

1l. The Bank of Canada may buy and sell 
| Government of Canada securities (in¢luding guaranteed 
i issues), provincial Securities, bills of exchange and 
- bankers! acceptances, foreign exchange, securities of 
the United States and short-term securities of the 
United Kingdom: The Bank may also acquire securities 
;| 18sued by its subsidiary, the Industrial Development 
Bank, as provided in the Industrial Development Bank Act. 
,| In practice, purchases and sales of financial assets 
g| Undertaken for the purpose of influencing monetary and 
| ©redit conditions have been conducted almost exclusively 
in Government of Canada securities. 

12. The Bank may make short-term advances 
| to chartered banks or to banks which operate under the 


oa] Quebec Savings Bank Act on the pledge or hypothecation 


4 ' 


of a wide range of financial assets. The Bank may 

g also make short-term advances to the Government of 
ianada. The minimum rate at which the Bank is prepared 
a make advances is called the Bank Rate and the Bank 
of Canada Act requires that it shall be made public at 
all times. The Bank also enters into purchase and 


resale agreements with money market dealers. 
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13. The Bank has the power to alter the 
minimum cash reserve ratio of the Preven banks 
between 8 per cent and 12 per cent provided that it gives 
notice of at least one month before any change is made 
and provided that it does not increase the ratio by more 
than one percentage point in any one month. This 
power, which was granted to the Bank at the time of the 
1954 revision of the Bank of Canada Act, has not been 
used to date. 

Fiscal Agency Functions 

14. The Bank of Canada Act requires the Bank 
to act as fiscal agent for the Government of Canada 
without charge. In this capacity it operates the 
Government's deposit account through which flow virtuall 
ali Government receipts and expenditures, handles debt 
management and foreign exchange transactions for the 
Government, and acts as an adviser. In respect of debt 
management, the Bank looks after the arrangements for 
the sale of new Government security ismnibs and all the 
work connected with the outstanding public debt, 
| including the maintenance of records, interest payments 
. and redemption of Government securities at maturity date; 
the Bank, however, acts only as fiscal agent and the 
responsibility for debt management policy rests with the 
Government. The Bank handles the foreign exchange 
business of the Government including the transactions 
of the Exchange Fund account which it carries out on the 
instructions of the Minister of Finance; the responsibililty 


for policy in this respect rests with the government. 
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Other Functions 

15. In addition to the diketie of the 
Government of Canada and the chartered banks, the Bank o 
Canada operates deposit accounts for the banks which 
operate under the terms of the Quebec Saving's Bank Act, 
and for foreign central banks and the international 
financial institutions. The Government of Canada 
4 maintains foreign currency balances with the Bank of 
Canada and in this connection and in order to facilitate 
foreign exchange arrangements the Bank of Canada carries 
foreign currency accounts with foreign central banks, 
Tae iBenic of Canada does not accept deposits from the 
4 general public, 
| 16. The Bank is empowered to accept deposits 
from and make short-term loans to any provincial 
government. By agreement with a province the Bank may 
act as its banker and fiscal agent. No arrangements of 
this nature have been made. 


17. Canadian coin is made and issued by the 


aa Lo pela 


Royal Canadian Mint but the Bank of Canada arranges for 
Shipment to the main branches of the chartered banks, 
Internal Organization 

18. Of the Bank's total staff of 800 about 
three-quarters are engaged in the servicing of the 
currency and the public debt and in its banking functiong, 
The Securities and Foreign Departments carry out the 
Bank's open market operations andits work on behalf 
of the Government in connection with debt management and 
foreign exchange operations; they provide the Bank with 


its constant contact with financial markets and have a 
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Staff of about 50. In the Research Department about 
70 employees are engaged in compiling, analyzing and 
interpreting economic ang financial information for the 
use of the management, Actual numbers in each section 
of the Bank, including its nine regional agencies, as 


at January 1, 1962, are shown below: 


Bank of Canada Staff at Januar 1, 1962 
(exel, Building Maintenance Personnel) 


Of which - 
Total Men ~~ Women 
| Governors and Executive 6 6 Z 
Assistants 
Research Department T2 25 47 
Securities Department 36 23 13 
Foreign Exchange 13 i 6 
Department 
Audit Department 28 6 22 
Chief Accountant's 10 i) 1 
Department 
Currency Division 59 14 45 
Public Debt Division 239 27 212 
Secretary’s Department 114 43 Td. 
Regional Agencies een 399 shen 
798 Zoo 539 
Reporting 


19. The Act provides that within two months 
after the end of the financial year the Bank shall 
transmit to the Minister of Finance a statement of its 
accounts and an Annual Report by the Governor covering 


Such matters as he may deem desirable or as the Minister 
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may require, It also provides for publication of the 
Bank's Statement of its assets and ifebiatties as at eac 
Wednesday and each month-end. In addition the Bank 
issues each Thursday a Weekly Financial Statistics 
release covering the more liquid assets of the 

chartered banks as of the day before, and all their 
major asset and liability items as of eight days before. 
Each month the Bank publishes a Statistical Summary 
which is chiefly directed towards financial data but 
includes also most of the major series of economic 


statistics, 
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Submission by the Bank of Canada to the 


| Royal Commission on Banking and Finance | 


May 31, 1962. 


II, THE ROLE OF MONETARY POLICY 
ei POLICY 


The Objectives and Scope of Monetary 
Policy 


The Influence of Credit Conditions 
on the Demand for Goods and Services 


The Main Factors Affecting Credit 
Conditions 


The Central Bank and the Credit System 
Some Practical Considerations in 


Monetary Policy 
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II, THE ROLE oF MONETARY POLIGY 
(The text of a Statement on this subject by 
the Governor of the Bank of Canada issued 
on August 1, 1961 is appended to this submission) , 


A. The Objectives and Scope of Monetary Policy 


1. The broad objectives of monetary policy 


are those of public economic policy generally. Monetary 
policy operates as one important element in the totality 
of national policies, both financial and non-financial, 
which are directed towards broad national economic goals. 
The preamble to the Bank of Canada Act describes the 
functions of the Bank as being "to regulate credit and 
currency in the best interests of the economic life of 
the nation, to control and protect the external value of 
the national monetary unit (Since 1939 the direct 
responsibility for Canada's foreign exchange policy has, 
under various Acts of Parliament, been vested in the 
Government of Canada. In its monetary management the 
Bank must, of course, take account at all times of 
Canada’s balance of international payments and the need 
to maintain a sound external financial position.) and 

to mitigate by its influence fluctuations in the general 
ievel of production, trade, prices and employment, so 
far as may be possible within the scope of monetary 
action, and generally to promote the economic and 
financial welfare of the Dominion". In Canada the 
Standards for "the economic and financial welfare" of th 
nation are rightly set high and may be said to include: 
Sustained economic growth at high levels of employment 


and efficiency, internal price stability and the 
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maintenance of a sound external financial position, an 
equitable sharing of economic benefits and burdens and 
the maintenance of 4 high degree of economic freedom. 

2. Good progress toward the nation's economic 
goals depends on a wide range of factors, many of which 
are beyond the direct and immediate control of public 
policy. This is particularly true of a country such as 
Canada, on which external economic developments are 
bound to have a major impact and in which private 
enterprise has traditionally played a major role. 
Developments in the outside world determine the environ- 
ment in which Canadians must sell their exports and 
compete with imports, and these developments are often 
of critical importance to Canada which is so heavily 
dependent on foreign trade and foreign investment. Much 
also depends on the enterprise of management, the skill 
and self-discipline of the whole Population, and the 
natural resources, capital equipment and productive 
techniques available. The possibility of maintaining 
a satisfactory rate of growth in employment and putput, 
given the shifting demands and preferences of final 
consumers in Canada and abroad and the degree of 
competition from foreign suppliers, also depends very 
much on the degree to which labour, management, and 
plant capacity can shift from declining products into 
new lines of work (perhaps in new locations): for which 
markets are expanding. In addition, the efficient 
performance of our economy depends to a considerable 
extent on the responsiveness and competitiveness of the 


markets for goods, services and finance and on the 
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appropriateness of the various regulations and practices 
affecting particular industries and groups which have 
come to be regarded as part of the ground rules of the 

4 system. For the various reasons enumerated in this 


5 paragraph public economic policies, though always 


. 6 important, are by no means always the dominant influence 
7 on economic developments. 

| | 

rs 3. Modern economics are go complex that in 


9 the present state of economic knowledge it is difficult 


10 to diagnose with precision the causes of unsatisfactory 
11 economic performance or to prescribe with confidence 
12 effective remedial measures, let alone to bring them 


13 into force. Public economic policy (including monetary 


policy) must therefore to some extent feel its way along 


14 

15 on the basis of imperfect knowledge. Moreover, it is 

16 always subject to limits imposed by public understanding 
17 and acceptance of what it is seeking to achieve and of the 
18 means which it employs. 

19 4, A prime task of public economic policy is 
20 to influence the changing level and pattern of over«ali 
1 demand for goods and services in a manner which is 

22 appropriate to the economic circumstances, including 

3 particularly the degree of utilization of the nation’s 
24 productive capacity and labour supply, the degree of 

25 pressure on price levels, and the state of its balance o 
6 international payments. To take the simplest case, the 
27 | emergency of substantial unemployment together with idle 
4 plant capacity and a much reduced level of imports! would 
if point to the desirability of measures which would 


| 
| 
i temporarily at any rate stimulate demand. On the other 
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hand, in a situation which combined strong upward 
pressure on prices and costs, a tight labour market and 
a sharply rising level of imports there Clearly would 
be need for measures designed to impose some temporary 
restraint on the growth in demand. In practice, of 
course, the indicators of the direction which policy 
should take may be ambiguous; and even where there is no 
doubt about the appropriate direction, decisions about 
the exact measures to use will always be difficult. 

5. So far as monetary policy is concerned the 
central bank must over the years satisfy the need of a 
growing economy for a larger stock of money, and in the 
course of doing so it can, over shorter periods, help 
to moderate undesirable swings in the level of over-all 
demand. The financial policies of the Government will 
also have an important influence on the level of over-al 
demand. Indeed, fiscal measures (affecting among other 
things the balance between Government receipts and 
outlays), debt management measures (affecting the 
maturity distribution and other aspects of the structure 
of Government debt) and central bank operations may be 
regarded to some extent as alternative methods of 
influencing demand and the level of activity. For 
example, the economic situation might be characterized b 
strongly rising pressure of demand involving a serious 
risk of inflation. If the public policies adopted to 
deal with this situation included strong fiscal measures 
designed to exercise restraint on demand, the need for 
a monetary policy that accepted relatively high interest 


rates would be much less than if fiscal restraint were 
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not exercised vigorously. 

6. There will, however, be differences in the 
way in which different combinations of public policies 
aimed at the same general objectives work out their 
effects on the economy. The choice of policies depends 
upon the results that are sought and the speed with 
which they are sought in the particular circumstances, 
For example, different combinations of policy measures 
will have different effects on the country's external 
financial position, and over a period of time there is a 
choice of measures that can be taken to accommodate the 
requirements of external financial balance. A country's 
deficit or surplus on international transactions in 
goods and services must, of course, be matched by a net 
inflow or outflow on capital account or by changes in 
official reserves, Within limits, foreign exchange 
reserves can play an important part in cushioning 
distrubances in the external balance, but subject to this 
external financial balance is dependent upon appropriate 
domestic policies. Among these, the degree of emphasis 
on monetary policy can vary in accordance with the 
nature and timing of changes in other policies, Because 
of its flexibility monetary policy can be used, for 
example, to try to achieve a relationship between interes 
rates in internal and external markets which is consisten 
with the flow of capital needed in the circumstances 
while changes in other policies are being made with a 
view to altering the underlying balance of payments 


situation. 


7. The choice among various combinations of 
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policy measures always involves difficult Judgments as 
to which combination will in fact best serve to promote 
the community's objectives. At any given moment, of 
course, the choice igs influenced by institutional 
arrangements such as the practice of annual budgeting. 
The fact that taxation and Government expenditure 
programmes tend to be fixed for a year ahead means that 
they cannot quickly be adapted to the changing require- 
ments of the current economic situation, whereas monetar 
policy (and to some extent debt management policy) are 
much more flexible. It is worth noting here that 
several countries have recently taken steps looking 
towards more flexibility in rates of taxation as a means 
of influencing economic conditions. 

8. As indicated above, there is considerable 
scope for varying the way in which fiscal, debt 
management, and monetary policies are combined, and it 
may very well be desirable at times to alter the "mix" 
by relying more heavily on some of these policies than 
on others to achieve the desired goals. The need for 
a consciously co-ordinated blending of policies has been 
recognized by many observers. The Governor of the Bank 
in a public statement issued on August 1, 1961 referred 
to "the need for a careful and consistent meshing 
together of all the various aspects of financial policy 
and general economic policy in the effort to attain... 
(these) objectives while avoiding undue strains in 
particular sectors. In particular, since monetary 
policy, fiscal policy and debt management policy are 


interdependent and to some extent inter-changeable, ther 
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has to be a high degree of co-ordination to ensure that 
the blend or 'mix' of these policies is purposefully 
directed towards attaining the over-all economic 
objectives of the community." 

9. One of the important functions performed 
by the central bank is to influence the decisions which 
determine the 'mix! of policies in the financial and 
economic field. The central bank is not endowed with 
Superior wisdom in these matters but it is charged by 
statute with important responsibilities and must make it 
own judgments regarding the degree of central bank actio 
and the net balance of other policy measures which seem 
appropriate in the circumstances. It can and should 
make its point of view known to the Government. The 
central bank will bring to such discussions certain 
special expertise resulting from the closeness of its 
operational contacts with financial markets. Its 
influence will depend in part on the quality of its 
economic and financial information and analysis and on 
the standing it enjoys in the Government and in the 
community generally. It is clearly of great importance 
that there should be close and continuous consultation 
between the Government and the central bank at all times 
if the central bank is to exert an appropriate influence 
in developing and maintaining suitable and properly 
co-ordinated monetary, fiscal and debt management 
policies. 

10. The central bank can and should express 
its views on these matters to the Government, on occasio 


even to the point of private "nagging". But in the 
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final analysis it must take the Government's expenditure 
taxation, and debt management policies as given (even 
though it may be trying in private to persuade the 
Government to change one or more of these policies) and 
must follow the monetary policy which, in these 
circumstances and having regard to the over-all economic 
Situation, seems the most appropriate. Its field of 
choice may be greatly restricted by the other policies 
being followed, since the central bank cannot base its 
own policy on objectives that differ in a major way 
from those on which other public financial policies are 
based, but it may on occasion have to be influenced by 
its view of the speed with which the latter will be 
adapted to the changing requirements of the over-all 
economic situation. Clearly monetary policy cannot be 
formulated or judged in isolation but only in the contex 
of the continuing appropriateness of the total "mix" of 


policies to the circumstances and problems of the time. 
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B. The Influence of Credit Conditions on the Demand 
for Goods and Services, fy 


11. The operations of the Bank of Canada exer 
their influence on the level of demand for goods and 
services through their effects on credit conditions. 

By credit conditions is meant the whole range of terms 
and conditions affecting borrowing and lending and the 
purchase and sale of financial assets: the level and 
structure of securities prices and yields, institutional 
lending and deposit rates, and the various requirements 
(over and above the payment of a certain rate of 
interest) which lenders require of borrowers as a 
condition of making funds available, e.g. the specifi- 
cations of standards of credit-worthiness, collateral 
security, repayment period, ete. Credit conditions 

are also affected by many factors other than Bank of 
Canada operations, but before discussing these, it may be 
useful to consider in a general way how credit conditions 
influence the level of spending on goods and services, 

12. if business firms, individuals or 
governments are to increase their rate of spending in 
relation to income, they must be willing and able to 
finance the additional expenditure involved. This will 
entail either additional borrowing, or disposing of 
financial assets already owned, or foregoing the 
accumulation of financial assets which would otherwise 
have taken place out of current income. Each of these 
methods of financing involves an impairment of the 
spender's financial position compared with what it 


might otherwise have been. Every spender must continuall 
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weigh the attractions and advantages involved in 
financing it, given the circumstances prevailing at the 
time. The extent to which spenders are willing and 
able to go on stepping up their rate of spending relativ 
to their incomes, i.e. in pressing their demands for 
goods and services at the expense of their financial 
positions, will clearly be influenced to Some degree by 
the conditions, both current and prospective, which 
confront them in financial markets. Relevant 
considerations include the current and prospective 
availability and cost of credit, the current and 
prospective interest or dividend return available on 
financial assets of various kinds, the current and 
prospective prices at which securities can be bought or 
sold and the associated risk of capital loss or chance o 
capital gain. Other things being equal, the more 
difficult, expensive or risky it becomes to borrow 
(and the more attractive it becomes to acquire or hold 
financial assets) the greater will be the restraining 
influence of credit conditions on the demand for goods 
and services. On the other hand the easier, cheaper 
or less risky it becomes to borrow (and the less 
attractive it becomes to acquire or hold financial 
assets) the more stimulating will be the influence of 
eredit conditions on the demand for goods and services, 
13. <A tightening or easing of credit conditions 
is likely to be reflected in the availability of credit 
as well as in the effective interest yields obtainable 
on financial assets of various kinds. Rising interest 


rates and falling securities prices generally tend to be 
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associated with a stiffening of the non=-price terms and 
conditions of new loan contracts; conversely, a decline 
in the cost of borrowing is likely to be accompanied by 
an easing of other credit terms as lenders are induced by 
the desire to remain fully invested to be less selective 
in the credit risks which they accept. 

14. Considerations of availability may often 
be more important to a borrower than interest rate 
considerations because of the practices followed by 
lenders and the imperfections of financial markets, For 
example, some financial institutions may be subject to 
legal ceilings on the rates of interest that they can 
charge and when these ceilings have been reached they 
may have no choice but to ration eredit in other ways. 
Im some areas of the financial market interest rates, 
even though not subject to legal ceilings, may be sticky 
and this may temporarily at any rate produce a Similar 
resuit. Other lenders, at some level of interest rates, 
may impose a limit on themselves rather than risk public 
criticism of higher rates. If there is not a sufficient 
diversification of lending channels some borrowers who 
cannot obtain credit from their normal sources may find 
that credit is not available from other sources even 
though they would be willing to pay relatively high 
interest rates. 

15. In certain cases the supply of funds 
available at going rates of interest is restricted by 
the unwillingness of financial institutions to incur the 
losses involved in selling securities at a relatively low 


price even in order to acquire higher-yielding assets. 
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Such losses would tend to lower the earnings shown for 
the current financial year or, if this could be avoided 
by charging them to contingency reserves, they might 
reduce those reserves to an unacceptable level. In 
this case the reduction in the availability of funds 
arises from the nature of conventional accounting 

7 practices. 
. 3 16. The flow of funds from investors to 
| 9 borrowers may on occasion be strongly affected if the 
: 
10 market comes to feel that current market levels of 

1 interest rates are inappropriate. If investors are 

12 sonvineced that the level of rates is too low they may 

13 delay making investments, If borrowers feel the level 

14 is too high they may put off borrowing as long as they 

15 Gan, The flow of new issues in the capital market may be 

16 brought to a virtual standstill if the consensus of eithe 


17 investors or borrowers is that they can do better by 


18 waiting, 

19 i7. In general, the fewer the rigidities and 
20 imperfections in financial markets the more are credit 
1 conditions mainly a matter of the cost of money. The 
2 more widespread the rigidities and imperfeetions the 
23 more important become considerations of availability. 
4 18, The effect of changes in the cost and 

; availability of credit is of course not the same for 
{ everyone. Some kinds of spenders and some kinds of 

7 

3 example, many consumers seem quite insensitive to 


spending are probably relatively little affected; for 
changes in rates of interest charged on their borrowings 


and rates of return available on the investment of their 
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Savings. Small changes in interest rates may have a 
negligible effect on the investment spending of business 
firms in cases where cost of capital is a minor element 
in total costs, or where repayment periods are relativel 
short and anticipated rates of return are relatively 
high. In other cases credit conditions may be given 
much more weight. Investment spending in industries 
employing large amounts of capital in relation to annual 
turnover and operating on relatively low profit margins 
seems particularly likely to be sensitive to changes in 
interest rates. Some borrowers have a wide variety of 
alternative sources of funds to turn to if their full 
credit demands should happen to be scaled down or refuse 
by the lending institution on which they normally rely, 
but others who do not have such alternatives open to them 
are much more sensitive to changes in credit conditions. 
19. In general, it would appear that most 
spending plans are probably open to marginal trimming or 
enlargement and, within limits, to postponement or 
acceleration depending upon financial conditions. Where 
there is some doubt as to whether or not to proceed, or 
how far or how fast to proceed, it may not take more than 
a minor change in credit conditions to resolve the doubts 
one way or the other. While small changes in credit 
conditions may have oniy a small impact on the ievel of 
demand for goods and services, it is also no doubt the 
case that large changes in credit conditions have a 
iarge impact on demand. 
20. The exact strength of the influence of 


changes in credit conditions on spending decisions at any 
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particular moment in time cannot be known with certainty 
either in advance or in retrospect, and the evidence 

that is available is Subject to differing interpretations|, 
An important reason for this is that spending decisions 
are also influenced by an enormously wide range of 

other factors, Business spending plans are often 
appreciably changed, for example, by the discovery of new 
production techniques, the availability of new machinery 
and equipment, the discovery of new natural resources, 
changes in the cost of materiais and labour and in 
taxation arrangements and, more generally, by changes 

in the levels of current or expected business profits, 
Similarly, consumer spending plans are frequentiy 

changed by the appearance on the market of new or 
different goods and services, by changes in tastes and 
customs, and by changes in the actual or expected ‘levels 
of personal income, These various influences give 

rise to continuous and sometimes sharp changes in the 


trend of total spending. 
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GC. The Main Factors Affecting Credit Conditions 


21. ‘The Succeeding sections of this submission 


are devoted to discussion of the nature and extent of 
the central bank's ability to influence credit conditions 
and of the considerations relevant to the appropriate use 
of that ability. But this must not be taken to imply 
that the central bank's operations are the only important 
dynamic force at work, The factors which bring about 
changes in the community's desire to save (In this 
submission the term "saving" is used to mean the net 
accumulation of financial assets.) and to spend and in 
the degree of liquidity it wishes to maintain in its 
holdings of financial assets constitute basic underlying 
forces influencing credit conditions at all times, 
Monetary policy operates in the context of these under-~ 
lying forces and in conjunction with the influence 
exerted by Government fiscal and debt management policies 
The task of the central bank is to assess the nature and 
impact of all these factors and to decide whether in the 
circumstances it should allow them to be fully reflected 
in credit conditions, or whether and to what extent it 
should attempt to reinforce or mitigate their effect. 
Its decisions must, of course, at all times take into 
account and be influenced by balance of payments 
considerations and the need for the whole mix of policies 
to contribute to a sound external financial position, 

22, Any substantial change in the demand for 
goods and services (or, to put it another way, in the 
desire to save) will of itself affect interest rates and 


credit availability. If the members of the community 
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atrempt on balance to step up substantially their rates 

of spending, the supply of securities and loan obligations 
effered in financial markets tends to increase relative 

to the demand for them, with resulting upward pressure 

on interest rates and perhaps reduced credit availability. 
To the extent that these Spending plans are actually 
carried out, money incomes will rise and because of this 
fact people will want to hold among other things larger 
money balances on the average than they did previously. 
The increase in holdings of money will be desired in 

part to accommodate the increased volume of payments to he 
made, although this is by no means the only motive for 

“43 holding money and the amounts actually held greatly 


exceed the minimum required for transactions purposes, 


14 
. (For this reason, the reiationship between the level of 
16 income and the size of money balances held i.e. the 

7 income velocity of circulation of money; can vary 

18 widely). The attempt to acquire and maintain larger 

19 money balances will aiso put pressure on eredit 

20 conditions unless offset by other factars. Conversely, 
a4 attempts to reduce rates of spending on goods and 

2 services will tend to ease credit conditions. 


23. In the preceding section of this 
submission reasons were given for believing that credit 
conditions can themselves be an important factor 
influencing the trend of total spending on goods and 
services. At the same time, the trend of total 


spending is (as indicated in the immediately preceding 


a paragraph) an important factor influencing credit 


conditions. There is thus inter-action between the 
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level of spending and credit conditions. Attempts to 
increase Spending relative to income will tend to bring 
about some tightening of credit conditions, and the 
tightening of credit conditions will tend to feed back 
and moderate the growth in Spending plans. Conversely 
a decline in the desire to spend will tend to ease credi 
conditions which will feed back to moderate the decline 
in spending plans. This inter-action between spending 
and credit conditions is stabilizing in character in tha 
it limits the amplitude of fluctuations in the rate of 
total spending that would otherwise occur and helps to 


12 prevent them from becoming cumulative. In this sense it 


2B isa "built-in" regulator of the level of economic 

14 activity, but it must be recognized that at any 

15 particular point in time the stability achieved by 

16 undue reliance on this mechanism might be at a level of 
* conomic activity which was inconsistent with the broad 
18 economic objectives of the community. 

19 24. Interest rates and credit availability 

20 may be affected, sometimes quite powerfully, by changes 
1 in the form in which members of the community want to 

» hold financial assets and owe debt. There are many 

23 different kinds of financial assets for people to hold, 
24 and one of the ways in which they differ widely is in 
25 terms of what is usually called their liquidity. At the 
| liquid end of the spectrum is money itself, which can be 
) 

2 


| used to buy goods and services or other financial assets 
| at any time without any intermediate step and with no 

| 

risk of loss of capital value measured in money terms, 


) 
| 

| Other financial assets involve a larger element of risk 
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to the holder because their conversion into money at 
some future date may involve difficulties or capital 
losses which cannot be foreseen. These other kinds of 
finaneial assets are less liquid than money in varying 
degrees, depending among other things on their term to 
maturity, the extent to which they are traded in 
organized markets and the credit standing of the debtor. 
Short-term assets, for example treasury bills or 
commercial paper, approach money in their liquidity in 
that they are usually readily convertible into money 
with little or no loss of capital value. Other types 
of financial claims such ag long-term securities involve 
a much larger element of uncertainty; their conversion 
into money prior to maturity may involve a substantial 
capital loss or gain, and may in some cases be difficult 
or perhaps even impossible. Since most people are 
averse to risk and uncertainty, they will not normally 
hold these less liquid assets in preference to more 
liquid assets unless they receive a larger return. The 
public's aversion to risk and the degree of uncertainty 
about the future may vary from time to time, however, 
and the size of the "risk premium" for holding longer- 
term assets will vary correspondingly. 

25. Shifts are continuously occurring in 
people's preferences as to the degree of liquidity which 
they desire in their financial asset holdings and their 
debts and these shifts have important effects on credit 
conditions. If, for example, a substantial number of 
people come to regard their holdings of money as being 


higher than they would like to see in relation to their 
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holdings of marketable bonds they will attempt to use 
part of their money holdings to purchase bonds and in 
the process the prices of bonds will be bid up and 
interest rates will decline. Conversely, a strong 
feeling that the proportion of financial assets being 
held ijn the form of marketable bonds is too high may lea 
to an attempt on the part of the community to increase 
its money holdings by selling bonds and this will cause 
the prices of bonds to decline and interest rates to 
rise. The actual situation is likely to be a good deal 
more complex than these examples would indicate. There 
are in fact continuous shifts in preferences through 

the whole range of financial assets -- money, close 
substitutes for money, other short-term financial assets 
and longer-term financial assets -- and they affect the 
relative levels of short-term and long-term rates and 
the general level of interest rates, Such shifts may 
take place as a result of changing assessments of the 
economic outlook, or changing expectations regarding 
future trends in interest rates, security prices, credit 
availability and the purchasing power of money. To 
mention only one example, if a tightening of credit 
conditions, including a rise in interest rates, comes 

to be regarded as probable, a widespread tendency may 
emerge for investors to shift out of longer-term, higher 
yielding assets into more liquid assets which offer 
greater protection against capital loss; this im itself 
will tend to bring about a rise in long-term interest 
rates. Liquidity preferences are always changing, 


usually only slowly, but sometimes quite rapidly, and 


a . : 
' 7 = F , - : : ‘e. rw ab ascites 


i > tes 
y A 7 
‘i _ Ay i. bec) = 


: : j 3 y. Pt 
i . f Dee. —F Als ; . _ - . he wn ve ‘ 
sex od voamedts CLtw vodd sbrtod ofde rontsm ‘Io sgakbl 


vive 


bas qu btd sd £fhw ebrod to asoktq edt easoorqg ott | 


gcoute s .Yloatevaod .entfLeoeb [fiw estat seotetal 


i i 
fe 
} 

qT 
y 
i) 


: 


if 


aitsd ateges LCaehonsahl to doteteqorg ddeceahs Hanneet 
best yeu datd oot af abndéd sldstsitam To mrot sid et Deed 
eesotonak od ytinummoo sat to dreq edd ao tqusdys ns OF 

| seuss Lftw atdéd bee abmod yaifles yd anntbfod yertom ath 
ot sevst tesrotat bre ontfosb of abmod Yo asotra edt 
{seb boon s od oF Yoxkl eat mofteutiea Levtos eft .sakt 


oqad?  eteotbat blow aefomexe everd nedd xefqmoo eon 


cn 


dayotdt esoneveterq mt etittde evoudtinos gost mk ets 
egofd ,vortom -~- adeaas Lehortantt to sanst slow odd 
ateses istorant? mared-trode teddo .Yotom tot astudritedva 


{ 
| add gostts yedd Bas -- adeses [etonsntl miet-tegnol bias 
i 


qa ettide dese .eetex taetstmk to [evel Istensg edt 


brs sedsi mted-gerol bas miec-ttode to alsvel svidgselot 
| eit to sinemaseers antaasdo to tivnees 8 es soslq slat 


otkorsast anakvstosoqxs gtgaedo 16o°,Noolsiso olmomoos 


| tens .@ootna yoiawosa .astex Faotedat at abners etusyt 


H 


of .yonou to tewog aatesdowwq od Bas ytif{idellsvs 


tibavro to zrtnedigtt 8s tk .ofqmexe ono Yino mokinem 


2 


someon .egetsi dgaoisdnt mk satt s gntbuLont -anotsibaod 
yan yonebites beexqaebiw s ,ofdedotq ae bebisge1t ed ot ~ 
vadgicd .mied-regmol to tuo titde o¢ exotasvat tol satoms 
setie Motedw etoaes topes stom o¢at etoags antbLlely 
tloett mt aid? .aeol [sttqso gantsegs moltostorg asssetR: 
Jeoustnt mred=sHof mk seit 8 tuods gntad ot baet 'ILiw 
re eee UWibtuphiI .asts 
‘ons .yldtqse step comtdemos sud Seanad isu 


Nethercut & Young A31 


Torente, Ontario 


their accommodation involves continuous adjustments 

in security prices and yields and in the type of 
financial assets available to investors. The ease or 
difficulty with which this accommodation can be achieved 
depends in part on the operations of banks and other 
financial intermediareies because they can alter the mix 
of financial assets available to investors. This 
process is described later in paragraphs 56 and 57. 

26. The effect of changes in Lilutarty 
preferences on credit conditions has been described in 
terms of shifts that people try to make in the 
composition of their holdings of financial assets, but 
it is also the case that debtors can exert an influence 
on credit conditions by attempting to change the 
composition of their debt. 

27. The Government's borrowing operations 
arising out of fiscal policy and debt management have 
an impact on credit conditions similar in kind to 
comparable operations by other debtors but they are 
usually so large in size as to be in themselves an 
influence important enough to merit special mention. 
Changes in the amounts of money which the Goveriiment 
raises through the sale of its qecurities (4m At ds 
in over-all deficit) or uses for debt retirement (4r at 
is in over-all surplus) affect credit conditions throug 
changing the total demand for credit in the economy. 
Changes in the maturity distribution of the Government 
debt affect credit conditions by changing the maturity 
distribution of the public's holdings of financial assets. 


28. This section of the submission has 
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referred to the way in which credit conditions are 
affected by changes in the community's desire to 

Save and to spend and by changes in the community's 
liquidity preferences and has drawn attention to the 
importance of fiscal policy and debt management policy 
in affecting credit conditions. The next section 
outlines the way in which the central bank exercises 
an independent influence on credit conditions; this is 
introduced by a brief description of the role of cash 


reserves in the financial system. 
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D. The Central Bank and the Credit System 
——e—SaSsSSSeeeteei system 
The Role of Cash Reserves in the Pinancial System 


29. The central bank is the ultimate source 
of cash in the financial System. The Bank of Canada 
acquires financial assets -- in practice chiefly 
Government securities =-- in exchange for its own 
obligations, namely Bank of Canada notes and deposit 
liabilities. The obligations of the Bank legally 
constitute the ultimate means of settlement in Canada; 
they do not have to be redeemed, nor need any reserve 
be held against them. (The Bank of Canada Act provides 
that Bank of Canada notes shall be redeemable in gold an 
that a gold reserve of at least 25 per cent shall be 
maintained against the Bank's outstanding note and 
deposit liabilities. The gold redemption requirement 
has been suspended each year since 1934 by order-in- 
council under section 22 of the Bank of Canada Act. ‘The 
gold reserve requirement was withdrawn in 1940 by the 
Exchange Fund Order and this withdrawal was continued 
by subsequent legislation -- since 1952 by the Currency, 
Mint and Exchange Fund Act -- subject to reimposition by 
order-in-council). Bank of Canada notes are legal 
tender -- that is, they must by law be accepted in final 
settlement of debts -- and Bank of Canada deposit 
liabilities are accorded the same status in practice, 
Since they are convertible into legal tender on demand, 
constitute legal cash reserves for the chartered banks, 
and serve as the medium for inter-bank settlements. So 
far as the public and the banks are concerned, the 


usefulness of Bank of Canada notes and deposits lies in 
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the fact that,even though they do not bear interest 

and are not redeemable, they can always be exahanged for 
other financial assets or for goods or services, and 
their value in terms of the national monetary unit does 
not fluctuate, Subject to its overriding responsibility 
for conducting its operations in such a way as to 
promote the nation's economic welfare the Bank can, by 
varying the prices at which it is willing to buy or sell 
Government securities or other assets, determine the 
amount of its own liabilities (Bank of Canada notes and 
deposits) held by others. 

30. The chartered banks also issue obligations, 
namely deposit liabilities, which are generally 
acceptable as means of payment in Canada, although they 
do not have the status of legal tender. These deposit 
liabilities are a form of book debt, in most cases 
subject in practice to transfer by cheque; such cheque 
payments provide the means of settlement for the great 
bulk of transactions in Canada. Banks are able to 
persuade the public to regard their deposit liabilities 
as the equivalent of legal tender by undertaking to 
convert them into legal tender on demand. (Or, in the 
case of time deposits, on some specified date in the 
near future). In order to leave no doubt as to its 
ability to do so, each bank whether or not required to 
do so by law must maintain at all times substantial 
reserves of cash and liquid assets to meet net with- 
drawals of currency or net settlements due to other bank 
arising out of the transactions of its customers. 


However, the size of these reserves does not need to be 
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more than some fraction of the bank's total deposit 
liabilities since there is virtually no chance that its 
customers as a group will wish to withdraw any large 
proportion of their balances at the same time. 

31. The chartered banks taken as a group can 
induce the public to acquire more of their deposits in 
exchange for securities or loan obligations if they offe 
sufficiently attractive prices or lending terms, but 
unlike the Bank of Canada they can only do so if they 
have cash reserves in excess of their minimum require- 
ments. In Canada, each chartered bank is required 
by the Bank Act to maintain cash reserves in the form 
of Bank of Canada notes and/or deposits with the Bank 
of Canada equal on the average during each calendar 
month to not less than 8 per cent of its Canadian 
dollar deposits. The total amount of cash reserves 
available to the chartered banks as a group is determine 
by the Bank of Canada in a manner consistent with its 
general objectives in the field of credit policy. 

32. Within the chartered banking system the 
ability of any one bank to increase its assets 
(including the necessary cash reserves) depends upon the 
extent to which it can, in competition with other banks, 
persuade the public to hold more of its obligations, 
1.e., its deposits. Competition among the chartered 
banks for the limited supply of cash reserves thus takes 
the form of competition for deposits chiefly by such 
means as providing better services, more convenient bran 


locations, etc. 


33. The Bank of Canada and the chartered bank 
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are not the only debtors in Canada who issue obligations 
which serve as money or close substitutes for money. 

(In this submission financial institutions other than 
the chartered banks whose liabilities serve as money 

or close substitutes for money are referred to as 
"near~banks".). Trust companies, credit unions, 

Quebec Savings banks, and provincial savings offices 
also issue deposit obligations which can be transferred 
by cheque or redeemed on demand in legal tender or 

its equivalent. Moreover, a wide variety or short-term 
obligations offered by trust and mortgage loan 
companies, instalment finance companies and investment 
dealers -- and indeed by governments and business 
corporations as well -~ provide the holder with interest 
bearing claims which can be converted into money at earl 
maturity dates (or even before maturity, if need be, with 
little risk or loss of capital value) and these compete 
with the deposits issued by chartered banks, especially 
time and notice deposits. The debtors who issue such 
obligations must also ensure that they have sufficient 
cash and liquid reserves to meet their obligations when 
due. 

34, The form in which cash reserves are held 
is not the same for all financial institutions, The 
chartered banks are required to maintain their cash 
reserves in the form of Bank of Canada notes and deposit 
with the Bank of Canada. The two savings banks that 
operate under the terms of the federal Quebec Savings 
Bank Act maintain part of their cash reserves in Bank 


of Canada notes, part in deposits at the Bank of Canada, 
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and part in deposits at the chartered banks. Trust 
companies, mortgage loan companies, credit unions and 
finance companies hold some Bank of Canada notes but 
most of their cash reserves are held in the form of 
deposits with the chartered banks and some of them have 
lines of credit with the banks which can be drawn on to 
replenish their cash reserves if necessary. Regardless 
of the form in which its cash reserves are held, any 
particular financial institution can acquire additional 
cash without giving up other assets only if the public 
decides to hold more of its obligations. It can induce 
the public to acquire more of its obligations in exchang 
for legal tender or some other form of money if the term 
it offers are sufficiently attractive, but it is 
unlikely to do so unless it is thereby enabled to 
acquire assets whose yield is sufficiently high to give 
it an adequate margin of profit over the additional 
costs it incurs. 

35. The “near~banks" are not in exactly the 
same business as the chartered banks on either the 
lending or deposit side. The differences between them 
are differences of degree rather than kind. In the 
case of some institutions their business may resemble 
the banking business very closely, but in most cases the 
"near-banks" are not in the short-term lending or 
deposit business to anything like the same extent as 
the chartered banks even after allowing for absolute 
differences in size. Some accept demand deposits and 
operate chequing accounts for their customers but this 


is a relatively small part of their business as a group. 
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Apart from personal loans, the same is true so far as 
the extension of short-term credit is sidsiadeoicas Many 
"near-banks", such as the trust and loan companies, 

tend to hold a much higher proportion of their assets 

in the form of longer-term instruments such as mortgages 
and provincial, municipal and corporate securities; a 
relatively high proportion of their own obligations 

are in forms such as certificates and debentures which 
are somewhat longer in term and less liquid than savings 
deposit accounts. 

36. Partly because of these differences, the 
rates of growth in the total assets and liabilities of 
the chartered banks and of the various types of "near- 
banks" show considerable diversity, although in a broad 
way their rates of expansion tend to accelerate or slow 
down together. A particularly strong demand for 
mortgage credit, for example, will especially favour 
the growth of those types of "near-banks" which specialize 
in this field of lending; they will be able to charge a 
relatively high rate of return on their mortgage loans 
and thus be able to make the rate of return offered on 
their certificates and debentures sufficiently attractiv 
to induce the public to increase substantially its 
holdings of these obligations. A particular type of 
lending institution may also display an usually rapid 
rate of growth for a considerable period because it 
succeeds in developing new techniques or new fields of 


lending which enable it to compete more vigorously for 


the savings of the public. 


37. In spite of the differing characteristics 
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with which the chartered banks, the "near-banks" and 
indeed other types of financial LAttd buttons endow their 
obligations in order to make them attractive to the 
public, there is a sense in which all of them are in 
competition for the public's favour. The extent to 
which any one of these financial institutions is able to 
expand its share of the market depends largely on its 
success, in competition with others, in persuading the 
public to take up and hold its obligations on terms 
which leave a margin for the profitable employment of 
the funds obtained. The terms which it is able to offer 
to the public depend in turn on the yields available on 
the kind of financial assets which it wishes to acquire, 
and on the efficiency with which it conducts its 
operations. 


The Repercussions of Central Bank Transactions on the 
Financial System 


38. Subsequent paragraphs trace the mechanics 
and repercussions of central bank operations designed 
to bring about an easing or tightening of any given 
credit situation. It is convenient to make certain 
assumptions about the initial situation. It is 
assumed that, at the prevailing set of securities prices, 
interest rates and other terms and conditions applicable 
to particular types of financial claims, debtors are 
reasonably satisfied with the size and composition of 
their outstanding debt, investors are reasonably 
satisfied with the size and composition of their 
financial assets, and chartered banks and other finaneial 


intermediaries are reasonably satisfied that they have 
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fully expoointed whatever profitable opportunities are 
open to them to expand their holdings of the particular 
types of assets and liabilities they specialize in, 

In this situation, the chartered banks will have cash 
reserves equal to 8 per cent (or, since banks do not lik 
to run too close to the line, very Slightly more than 

8 per cent) of their deposit liabilities. When the 
central bank takes action to increase the amount of 

its obligations outstanding, the chartered banks and 
other financial intermediaries which accept short-term 
funds are put in a position to expand their assets and 
liabilities. While any of these intermediaries may 

be involved at any stage of the process this description 
will, in the first instance, be limited for purposes of 
brevity to the chartered banks alone. The description 
is greatly simplified; a fuller account of the working 
of the cash reserve system in practice appears in 


Submission III, The Techniques of Monetary Policy. 


The Effect of Bank of Canada Operations on the Chartered 
Banks ; . ; 
39. Suppose that the Bank of Canada takes 


action to increase total cash reserves by purchasing $8 
million of securities from an investment dealer. This 
in itself may have some initial direct influence on 
Government security prices and interest yields in the 
same way as the transactions of any other participant in 
the securities market, but there are indirect effects 

on monetary and credit conditions as well. The 
investment dealer will probably take the Bank of Canada 
cheque to his chartered bank and when settlement takes 


Place the cash reserves of that bank, the total cash 
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reserves, will have increased by $8 million. As a 
result of central bank oeitioel the ee le of a 
chartered bank has changed so that it now has on the 
asset side $8 million more in cash reserves and on the 
liability side $8 million more in deposits. The 
increase in the assets and liabilities of the chartered 
bank is not the end of the matter, however, because 
that chartered bank now has more cash reserves than it 
needs; in other words, it is ina position to increase 
its earning assets. It may invest most of the $8 
million, say $7 million, in securities. When the 
chartered bank pays out the money for the securities 

it will lose cash reserves unless it happens to buy the 
securities from one of its own depositors who redeposits 
the money with it. But even if it does lose the whole 
$7 million cash reserves, they are not lost to the 
banking system as a whole. The funds will be deposited 
at another chartered bank and that bank will find itsel 
in a similar position to that of the first bank when it 
experienced an increase in cash reserves, Thus although 
there has been an increase of only $8 million in the 
cash reserves of the system, chartered bank deposits 
have already risen $15 million, and there still remain 
in existence more cash reserves than the banks as a grou 
need, Assuming no other factors are at work to change 
the cash reserves of the system, this process of 
expansion of chartered bank assets and liabilities will 
continue until the expansion of deposits reaches the 
point where ail the added cash reserves are needed to 
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being equal, this will happen when total deposits have 
risen by $100 million, so that the ae cash reserve 
requirement of 8 per cent of deposits will have required 
the full $8 million increase in cash reserves. The 
combined balance sheets of the chartered banks would have 
changed in the following way: 

Change in Assets Change in Liabilities 
Cash reserves $ 4 8 million Deposits $ #4100 millidn 
Securities 7 92 million 


Total 
Total Assets #100 million Liabilities 


100 millidn 


The position of the general public would have altered 

as follows: 

Holdings of securities $ -100 million (of which $8 
million went to 
the Bank of Canada 
and $92 million 
the chartered banks). 


Holdings of Bank Deposits $ 4100 million. 


The people who received the "new" bank deposits would 
in the first instance be those who gave up the securities 
in exchange. Some of the deposits will be held in 
current accounts and some in savings accounts, depending 
on the preferences of the holders. 

40, Similarly, a decrease in cash reserves 
would cause chartered banks to reduce their holdings of 
securities or other assets in an effort to restore their 
cash positions, leading to a reduction in their total 
assets and total deposits and a corresponding change in 


the structure of the general public's financial assets 


and liabilities. 
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1 The Effect of Bank of Canada Operations on "Near-Banks", 


B 2 41, Assuming that no change occurs in the 


3 relative attractiveness of chartered bank deposits as 
compared with closely competing liquid assets such as 
demand or time deposits, short-term paper, certificiates, 
etc. issued by "near-banks", there is no reason to suppode 
that the public could be induced to add to its holdings 
of chartered bank deposits without adding to its 
holdings of these other types of liquid assets as well. 
At any stage in the process of expansion described in 
Paragraph 39 some of the sellers of securities may 
prefer to acquire a deposit with, or a short-term note 
or certificate of, one of the "near-banks" rather than 
a chartered bank deposit. Even in the initial trans- 
action with the Bank of Canada the seller of the $8 
million in securities might deposit the proceeds in a 
“near-bank", say, a trust company. This would not, of 
course, put an end to or interfere with the process of 
multiple expansion of chartered bank assets and 
liabilities outlined above since the trust company 
would deposit the Bank of Canada cheque for $8 million 
with a chartered bank, The trust comsany would have 
added both to its deposit liabilities to the public and 
to its cash reserves, but since it too is a chartered 
bank depositer the chartered banks as a group would have 
experienced the same increase in their cash reserves. 

If "near-banks" are successful in attracting funds: from 
the public and finding profitable opportunities for 
acquiring the kinds of assets they specialize in they 


too will gain cash reserves and participate in the 
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process of expansion as well as the chartered banks, 

To the extent that an expansion of total chartered bank 
assets and liabilities consequent upon an increase in 
cash reserves is accompanied by an expansion of those 
of "near-banks", the degree to which credit conditions 
ease will be greater than would otherwise have been the 
case. 

42, It will be noticed that so far as any 
particular financial institution is concerned it cannot 
participate in the expansionary process until it acquires 
additional cash reserves as a consequence of its 
customers increasing their holdings of its obligations. 
Each financial institution is thus in constant 
competition with others to promote the holding of its 
obligations. Competition may take the form of 
providing higher yields on short-term obligations, or 
obligations with terms carefully tailored to the 
requirements of customers, or additional services or 
more convenient branch locations. If one institution 
is able to do these things more successfully than others 
it will gain cash reserves and be able to expand its 
assets even without the injection of additional cash 
into the system. If, on the other hand, a financial 
institution falls to place with investors increased 
amounts of its obligations in competition with other 
financial institutions it will not \be able to increase 
its assets even though additional cash reserves are 
injected into the system by the central bank and a 


general expansionary process is occurring, 


43, The foregoing rather mechanical and over- 
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simplified example indicates how the injection of 
additional cash reserves by the central bank percolates 
through the System and induces one bank after another to 
increase its assets and liabilities until the full 
potential of the extra cash is used up, and how it is 
also likely to result in some exfonseen of "near-bank" 
assets and liabilities, As the expansion of the 
public's holdings of relatively liquid financial assets 
proceeds it is bound to have some effect on security 
prices, interest yields and credit availability since, 
unless investors! asset preferences change, they will 
not be willing to sell securities to financial 
institutions in exchange for more liquid claims unless 
they are offered higher prices for them. Further 
upward pressures on prices is likely to result as the 
sellers of the securities seek to reinvest the proceeds, 
at least in part, in other securities. 

44, To summarize, the acquisition of 
Government securities by the central bank is accompanied 
by a direct increase in the cash reserves of the 
chartered banks (and likely also by an indirect increase 
in the cash reserves of "near-banks") and this leads to 
a secondary expansion of the assets and liabilities of 
the chartered banks and also of the "near-banks". So 
far as the non-financial public is concerned, a larger 
roportion of its outstanding debt and financial assets 
will come to be held in indirect and less risky forms 
through intermediaries and a smaller proportion held 
directly. The initial purchase of securities by the 


central bank and particularly the secondary expansion 
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of financial assets of the chartered banks and other 
financial intermediaries will tend to place upward 
pressure on security prices and downward pressure on 
interest rates. The liquidity of the public will have 
been increased, A reduction in its holdings of securities 


by the central bank has exactly the opposite effect, 


The Response of Chartered Banks to Changes in Cash 
Reserves 


(The matters discussed in paragraphs 45 to 49 are 
treated in considerably more detail in Submission III, 


The Techniques of Monetary Policy.) 


45, In practice, of course, the process 
described above does not operate in anything like so 
Simple or mechanical a fashion. In the over~simplified 
example used to illustrate the process of expansion of 
chartered bank assets and deposit liabilities it was 
assumed that the chartered banks responded to an increas 
in their cash reserves by purchasing securities. There 
are in fact a number of alternatives open to a chartered 
bank, If it feels it would like to add to its very 
iiquid assets it may employ the additional funds in day= 
to-day loans to money market dealers which ean he called 
for repayment at any time. Or the chartered bank may 
purchase treasury bills. (By agreement with the Bank of 
Canada and among themselves each chartered bank maintain 
& minimum ratio of liquid assets in the form of cash 
reserves, day-to~day loans and treasury bills equal on the 
average each month to 15 per cent of its Sanatian dollar 
deposit liabilities -- calculated on the same statutory 
basis ag for cash reserve requirements). If the 


chartered bank feels that its liquid asset position is 
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high enough it may purchase short-term Government bonds 
or it may add to its net foreign currency assets. If 
short-term yields are relatively low it may purchase 
medium-term Government securities. If the chartered 
bank feels that its security holdings and its over~ail 
liquid position are adequate for some time to come it 
will at some stage adopt a more aggressive lending 
policy. In practice, a bank cannot vary the amount of 
funds it puts into loans in the same smooth fashion as 
it can in the case of securities because its lending 
policy can only be made known to its hundreds of lending 
officers across the country through written instructions 
and consequently is likely to change less frequently 
and by larger degrees than it would if the bank's 
lending were concentrated in a few hands as its security 
operations are. In any case much depends on the 
borrower, For example, a bank might wish to increase 
its loans but if business is slow its customers might 
not see profitable opportunities for using additional 
bank loans, 

46, The linkage between the central bank's 
monetary policy and the trend of bank loans is therefore 
quite loose in practice. The direct influence exerted 
by the central bank through the level of cash reserves 
is on the total assets and total liabilities of banks 
as a group, and the effect on the trend of their loans 
will be cushioned by changes in their holdings of more 
liquid assets. In a period when the demand for loans 
is weak an increase in chartered bank assets will take 


the form mainly of a build-up in their relatively liquid 


oo 


ebiod dnemateveb)arad-stote sasdotiq yam 2 rfguoms a 
91 .adeaes youormuo eptero? somathvotebbs Yeni) 
eechoiug yam sf wok yLevidslet ers abLety mrod 


bersttedo eft I .nettitessa saemtrevoh mist-mukbem | 


 ffeesevo adh bas santblod y¢hayoee agt dad¢ afost amad 
Si econo o¢ omid emoe ie% ed¢supsbs sxe nolvleog biuptt |. 


goibost aviseexgas etom s dqobs sgsde emoe ts [ilw 

neu oe af 

| to dmvons etd YIsv gonunes vaAnsd 8 Seccamiay ey wl .yotLog 
ag’ j 

| as sobtdesl dioome omea ant at eehdh: om ating dh oe 
| 


ankouel ati savsosd ware Paveee to ‘gaso edd mt ms ‘at 
gutbasl Yo abeubrod a¢k of nworl ebsat ‘ai yino mao paar 


| sttotsdouttant snien Aguoiwdsd cones edd ago7os areok?to 


yitreupett esel dys oma ov yLlexil al ttnoupsenos bois 

5 

e'dasd edt? Th bilvuow dt ned¢ eaeetgeb regisl yd Drts 
yttresee adgt gs ebasd wet s at bhetstimeonos srew gaitbael 
mes am iy ashe a wees 


ait no ebeeceb dovm ease yas al .ets anolisteqo 


sesexont o¢ dabw testm Aaed s .elaqmsxes tof .teworr0od 


Pap 
27 4 


digin aregeogayo atk wola at asontend tt gud ansol agt 
ieneltibos giten tol sekdkantregge eldsitiorg ees von 
| .enieol uned 

siinsd Cextiso elt acewled egadntl efT at 
sioleteds at ansel Anad to brew edd basa yollog ytstectom 
bevvex® sonteuLlink goartb eff .eostdoaiq at pee etiup 
aevisest dass to Level ont duwords oasd [sutneo edd yd 


avned Yo eetdit{tdst£ Latot bas sieeas L[atod ad? mo at 
eraol ated? to Daevd astt No goette eddy bis ,.quotg 8 8B 
Hy ewre 
som to dant het tteds at peepee a roeerrernees ed {fiw 
tte ogee 
emeol sot busmsh ent esi bolseq 8 al -aveens biupht 
4 - vm. HABBO Te a2 pia . 
oiet Cf iw oteaes asd ete me generen’ 8 xsew 
e,e itact pestered 

bkupht ylevitslex tteds at abt 8g 10 ‘inten imerares Oh 


oe 7 a 


Nethercut & Young A48 


Toronto, Ontario 


assets despite their Srowing capacity and willingness 
to lend. In a period when. the demand for loans is stron 
and total bank assets are allowed to increase only 
moderately the banks will for a time respond mainly by 
selling securities in order to accommodate the increase 
in loans. Eventually, however, they may find it 
necessary to become more selective in their lending 
policies, because they will be reluctant to see their 
holdings of Government securities, their main reservoir 
of liquidity, decline beyond a certain point and because 
the strong demand for credit and the heavy sales of 
securities by banks will be accompanied by falling 
security prices and banks will be reluctant to incur the 
losses involved in security sales. 
Cash Reserve Management in Practice 

47, The illustration given above of the 
process of expansion of the assets and liabilities of 
banks and “near-banks" traced the changes that occur 
in response to an assumed increase in cash reserves 
brought about on the initiative of the central bank. 
(Cash reserves may also at times be increased through 
Standing arrangements that leave the initiative with 
the money market dealers or the chartered banks. When 
a bank has suffered a reduction in its cash reserves it 
Will probably cali day-to-day loans previously made to 
money market dealers and the latter, in accordance with 
existing arrangements, may come to the Bank of Canada 
and sell short~term Government of Canada securities to 
the Bank with an agreement to repurchase them within a 


short period. The effect on cash reserves is the same 


7 


AY y 


7 


n? are » 


- eeerentigiw bas ywiosgae 3 


yito sssstomt o¢ bewolls ste ateass AXaisd 


yd yvlntam brogeer smit « tot Lftw anned ent ylovs 
seseront edt etsbommooos of isbu0 mt astitusosa gakt Q 
af buts ysm yvedd .revewod .yllautnev® wwensol at 


anbhxet shodd mt svidoelon atom smooed o¢ yisansserr 


"epee 


Tiedt o96 ot tuadoufer ed LLiw yedd savssed |, setotlog 

gbhov“eest Siam stents .setetasroem gaemerrevod to agntblort 

eguazed 8s tabog nistveo s hnoyed erttioeb eyttbinupki to 

%o eofee yraed edt bas Sibevo tot brameb attouts snid 

golifel yd bekneqnosss ed ILiw atasd yd astditvoss 

jolt wuonk od dasdouler od [liw eoiosd bis seolrtq ytiiwose 

.aslse yitasoes mt bevlovat seasol 

bobtoay?d ob daemegensM evieaeh dasd 

ot to evoda neviy sottsvdashf£t dT .TH 

e geldiitdsti tus eteuss edd - nobenagxe To sasgso tg 

“wooo tect gegntsio oft pooatt “aoiaad=rtseq" bne eiasd 

sevreaey dace nt sasetork bamupeas me o¢ earoqse r me 

-Nned Lsutnea edd to evitsiviat edt ao tuods tvrggord 

dgvondd Besszenent ed eemtd ta osls yam sevieaert dead) 

itiw evttatriat ests veel dad? senemegnetia sulbbrada 
toww ened beratvedo oad to areleeb todtam venom aid — 
$h aevteget gaso att of soktowber s Devetive aad dned a 
oe ebsm ylavobverq ensol ysheoteyab Ifso yidedotq [Liw 
| iitiw eotabroeor at , qedtst end bus erefseb te iusm atte 
SEMEL %0 wes edd oF enim YR ~admenegns srs gnttatxe 
ov setitintvoos ebhsarisS to AmomTTteven wrod dros Ifee bus. 


| & atitive meris susioruqen og Inemee tgs Ms. ae regret ria | 
— eft xk asvieret daze to fetta caf» pote so 


Nethercut & Young A49 


Torente, Ontario 


as in the case of an outright purchase by the Bank excep 
that it is a temporary one. In other situations a 
chartered bank may come directly to the Bank for a short 
term advance and this of course produces an immediate 
increase in the cash reserves of that bank. The 
minimum rate at which the Bank of Canada makes advances 
to the chartered banks or enters into purchase and 

8 resale agreements with money market dealers under 

9 these arrangements is called the Bank Rate. In order 

10 to encourage banks and dealers to try to raise the furids 
11 they want from market sources rather than the centra’l 

12 bank, the Bank Rate is normally somewhat above the day-td- 
13 day loan rate as well as the Ji-day treasury bill rate). 
14 In practice, however, changes in total bank assets 

15 more often orizinate elsewhere, for example, in the 

16 demand for bank loans and in the pressure of credit 


demands on financial markets generally, and the typical 


17 

18 process is more accurately described as one in whieh the 
19 central bank has to decide whether and to what extent 
20 to respond to these developments. In a period when the 
21 demand for credit is strong and bank loans are rising 
22 rapidiy, the central bank does not have to take any 

23 initiative to stimulate an increase in bank eredit but 
4 it does have to decide how far 1t should go along in 

25 providing the cash reserves that would result in the 

6 increase in bank loans being accommodated through an 

4 increase in the total assets of the banks and in the 


"money supply" rather than through a reduction of ‘the 
| banks' more liquid assets. Similarly when the demand 


| for loans is declining strongly the central bank has to 
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decide on the extent to which this will be reflected in a 
decline in the "money supply" or an increase in the 
banks' more liquid assets. 

48. Although it would be possible for the 
Bank of Canada, with its power to control the cash 
reserves of the chartered banks within narrow limits to 
operate on the basis of a precise view about the 
appropriate trend, over some preiod, of total chartered 
bank assets (or of the “money supply", in the sense of 
currency outside banks plus chartered bank deposits), it 
does not in practice do so. The central bank is, of 
course, inevitably influenced in its judgments by 
developments in the “money supply", but it must also 
take a view of the kind of credit conditions that would 
seem to be appropriate in the light of the current and 
prospective state of the economy including the external 
financial position and it must be prepared within limits 
to use its control of cash reserves as the situation 
develops in whatever direction is necessary to try to 
bring about and maintain those conditions. This may 
mean that on occasion the Bank of Canada allows changes 
in its own and in total chartered bank assets tc absorb 
pressures developing in financial markets rather than 
see eredit conditions tighten or ease to an undesirabie 
extent. 

49, There is, of course, no formula by which 
the central bank can determine what are the most 
appropriate credit conditions or what level of cash 
reserves would bring them about. It must operate to a 


considerable extent by the method of successive 
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approximation, constantly adjusting its operations in 
the light of all the evidence it can sii as it becomes 
available, about changing economic and financial 
conditions. 

50. If the central bank is to conduct its 
operations in such a way as to contribute to the 
achievement of such goals as sustained growth in 
production and employment, stability of prices and a 
satisfactory external financial position, it is clear 
that it must have accurate, up-to-date information about 
the performance of the economy. This problem is 
common to all public economic policies. It takes time 
to collect information; it is seldom possible to know 
in detail what the situation is at the time action must 
be taken. The availability of economic statistics has 
improved greatly but there are still some gaps, and 
some time lag must always be unavoidable. 

51. With the existing lags in information 
the central bank often finds itself in a position where 
it must react to developments in financial markets 
without knowing for certain whether these reflect 
underlying trends in the economy or only short-run 
fluctuations in expectations which can cause important 
if temporary distrubances in markets. 

52. Monetary policy must attempt to take 
account of a second important time lag -- the period 
between the time when credit conditions change and the 
time when there is an impact on the economy. Some 
effects may be felt quite rapidly, as for example those 


on international capital flows, while others may take 
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more time to work themselves out. Even after 
businesses and consumers become aware that the availa- 
bility and cost of credit have changed they may still 
take a certain amount of time to make adjustments in 
their plans to spend or save. The central bank 

should therefore try to gear its policy to the economic 
situation as it expects it to be some time ahead, not 
necessarily as it is now or was at the last date for 
which adequate information is available. If the 
central bank waits, for example, until productive 
capacity is almost fully utilized and the price level 
starts to rise before it begins to follow an an¢i~ 
inflationary policy, damage will be done before its 
policy begins to be effective. There is a similar 
problem around the time of a downward turn in the 
business cycle. 

53. With the present state of information 
and methods of analysis it is not possible to be 
absolutely sure what the trend of economic activity 
will be even a few months ahead. As a basis for its 
operating decisions, the best the central bank can do 
is to reassess continuously the economic situation and 
Outlook, to narrow down the range of probable trends 
as much as it feels it safely can and to become aware 
of any divergence between actual and expected trends as 
quickly as possible. 

54. Certain problems of a technical nature 
arise in the day-to-day management of cash reserves, 
relating to the structure of the banking system and 


to the way in which the minimum cash reserve ratio is 
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defined. These problems are discussed in Submission 


III, The Techniques of Monetary Policy. 


The Nature of Central Bank Influence on Credit Condition 


55. This section considers in a more general 
way the role of banks and other internsdaarida lin the 
financial process and how the central bank is able to 
affect credit conditions by influencing the scale of 
their operations. 

56. The activity which goes on in financial 
markets may be thought of as a continuous effort on 
the part of borrowers, lenders and investors to achieve 
a structure of outstanding debt and financial asset 
holdings which is mutually satisfactory in respect both 
of liquidity and yield, given the circumstances and 
prospects of the time. Individuals, businesses and 
even government (in some degree) are limited in the 
extent to which they can directly match off among 
themselves the types of debt some are willing to 
supply and others are willing to hold. Situations 
constantly arise in which a substantial part of the 
demand for funds comes, for example, from individuals 
wishing to incur long-term mortgage debt in order to 
finance the purchase of new homes, while a substantial 
part of the supply of funds comes, say, from business 
firms wishing to invest temporary surpluses in short-ter 
securities. Much of the debt which borrowers want to 
incur involves risks of default or limited saleability o 
capital loss on disposal which are either too high or 
too difficult to ascertain to attract many lenders even 


at high interest rates. Financial intermediaries 
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such as banks, finance companies, trust and mortgage 
loan companies, credit unions, life insurance companies 
and pension funds, however, can pool the particular risk 
of individual debts in large and varied portfolios 
which have relatively low and predictable risk 
characteristics. These intermediaries operate by 
acquiring financial claims on ultimate borrowers of the 
kinds which siut the borrower's requirements and issuing 
financial claims on themselves, in a wide variety of 
different and specialized forms, to meet the portfolio 
needs of ultimate lenders or investors, They are 
essentially dealers in debts, who take up from the publi 
substantial amounts of relatively long-term illiquid, 
unmarketable or risky claims such as mortgages, bonds 
and consumer debt and issue in their place claims such 
as currency, demand and time deposits, investment shares 
and certificates, life insurance and pension claims. 

The claims so issued generally offer greater liquidity, 
marketability, security of capital value or usefulness 
for specialized savings purposes than the corresponding 
assets acquired by the intermediaries concerned, The 
efficiency in borrowing and lending and diversification 
of risks which large scale operation permits enables 
these institutions, within certain limits, to offer 

the lender a better return on his investment, consistent 
with the risk he is willing to take, and to charge the 
borrower a lower cost on his borrowings, consistent with 
the conditions he is willing to undertake, than either 
could secure on his own, while still leaving the 


intermediaries some margin of profit for performing 
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their function, 


57. Other things being equal, the larger the 
proportion of money and near-money claims to riskier, 
longer-term, less liquid or less readily marketable 
debt instruments in the portfolio of financial assets 
held by consumers and business the lower will be the 
level of interest yields and the easier will be credit 
conditions. It is the ability of the central bank to 
Stimulate or restrain the "manufacture of liquidity" 
through the conversion of private and public debts into 
money or near-money claims by the commercial banks 
and other intermediaries which gives the central bank 
its influence over the availability and cost or return 
on funds in financial markets. 

58. The trend of the "money supply" and 
changes in the size and composition of chartered bank 
assets are thus seen to be of major concern to the 
Bank of Canada not as ends in themselves, but rather 
as the means through which it can exert an influence 
on all those factors which affect the willingness and 
ability of ultimate spenders, directly or through 
recourse to financial intermediaries, to incur debt or 
part with financial assets in order to exercise command 
over goods and services. The relevant factors include 
the levels of interest rates on loans and deposits of 
various kinds, the prices and interest yields of 
securities, the amounts of particular groups in the 
economy and by banks and other financial intermediaries. 


It is the continuing respomsibility of the central bank 
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to appriase and re-appraise the changing liquidity 
position of financial institutions and the public in the 
light of factors such as these and in the light of 

the over-all economic situation to exert an independent 
discretionary influence of its own through the operations 
Which it conducts. The decisions to be made by the 
central bank concern the degree to which it can 
appropriately attempt to offset or reinforce such 

Other influences as are affecting credit conditions at 


the time, 
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E. Some Practical Considerations in Monetar Polic 
————— NE eeerations “in Monetary Policy 


59. Monetary policy is a useful instrument 
in practice principally because it can exert an 
important influence on credit conditions in the 
direction judged to be appropriate in the economic 
circumstances. In the first section of this paper 
reference was made to the broad objectives of economic 
policy and these were taken to include sustained economi 
growth at high levels of employment and efficiency, 
internal price stability and a sound external financial 
position, and considerations of economic equity and 
freedom. It was stated that these were also the 
broad objectives of monetary policy. Central banks 
feel a particular obligation for seeing that in the 
consideration given to the proper "mix" of public 
policies adequate emphasis is at all times placed on 
price stability, that is, on the preservation of the 
purchasing power of money; being in a position to 
exercise an influence on the volume of money, they must 
inevitably be concerned with its value. 

60, The position of the central bank would 
be extremely difficult if there were, as is sometimes 
asserted, a basic incompatibility between price 
stability and sustained economic growth. Fortunately 
there does not appear to be any a sa basic incompatibility 
and there are not adequate reasons for supposing that 
& proper concern for preventing erosion in the value 
of money will jeopardize the chances of achieving 
sustained economic growth and other policy objectives. 


On the contrary, it seems likely that economic growth 
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at high levels of employment and efficiency can be more 
readily sustained under conditions of reasonable 

price Stability than with substantially rising prices, 
It has been the experience of many countries that 
inflation impairs the efficient performance of the 
economy and progressively undermines its ability to 
maintain a high rate of employment and productivity and 
to keep its balance of payments in a sound condition in 
a competitive world. Moreover, considerations of equity 
argue strongly in favour of price stability, for 
inflation is widely regarded as being very unjust 

in its effects. The central bank's concern with 
preserving the value of money is not in conflict with or 
a limitation on the constructive use of monetary pllicy 
in pursuit of the community's economic objectives. 

Gly Monetary policy has certain advantages 
over some other types of vib dais policies which are 
directed towards influencing economic activity. One 
advantage is that it can be adjusted almost from day to 
day, whereas policies affecting public expenditures, 
taxation, and debt management are less flexible. 
Another advantage is that it involves no direct 
intervention by Government in the plans of individuals 
and businesses, provinces and municipalities; no one 
of these, nor any group of them, nor any particular 
kind of activity is singled out for attention. The 
central bank operates only at the centre of the financia 
System -- the Government securities market and the 
cash reserves of the chartered banks -- and it relies 


on the impersonal functioning of financial markets to 
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transmit the effects of its policies through the rest 
of the economy. 

62. Control over the cash reserves of the 
chartered banks gives the Bank of Canada control over 
the total assets and total deposits of the chartered 
banks as a group, but at the same time it leaves the 
chartered banks, which are privately-owned, free to 
compete among themselves for banking business. Each 
bank can, by competing for deposits, attempt to gain 
as large a share as possible of the total cash reserves 
made available by the Bank of Canada to the banks as 
a group. The central bank has no power over the 
distribution of chartered bank assets; it controls 
indirectly only the total for pants as a group. 

Subject to the statutory 8 per cent minimum cash ratio 
and the agreed 15 per cent minimum liquid asset ratio, 
each bank decides for itself what proportion of its 
assets it will hold in the various categories, how much 
it will put into loans and to whom it will lend. Each 
bank may if it wishes alter the distribution of its 
assets, for example, by selling securities and making 
more loans, Anyone who is refused a loan by one bank 
is free to apply to one or all of the others. In 

this system the distribution of bank credit is a matter 
which is entirely worked out between the chartered 
banks and their customers, The central bank has no 
power to direct the chartered banks, or any other 
financial institutions, to lend, or not to lend, to any 
person or business or government, or in any region and 


it has no power to establish direct regulation of credit. 
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Its powers are largely confined to controlling the total 
cash reserves of the chartered banks. It enables the 
public sector to exert an influence on general credit 
conditions while leaving the banking business and other 
financial business to be run by the private sector of 
the economy. 

63. The corollary of the fact that the impact 
of monetary policy on any particular unit or group in 
the economic system cannot be controlled or indeed even 
precisely forecast, many however be regarded as a 
disadvantage where Specific rather than general 
measures seem necessary. Since the Operations of the 
central bank in the sense of cash reserve management can 
exert only a general influence on over-all credit 
conditions it cannot deal with the special problems of 
particular industries and regions, 

64, The influence of central bank action is 
transmitted through the economy by financial markets, 
and if financial markets worked perfectly the effect 
on different groups in the economy would be reasonably 
even. In actual fact, because of certain rigidities 
and imperfections in financial markets and because of 
certain tax arrangements, the effect of changes in 
credit conditions on the various categories of potential 
borrowers is often quite uneven -- so uneven that if 
credit conditions were allowed to become too extreme 
the results might become intolerably inequitable, 

65. One example of the potentially uneven 
effect of changes in credit conditions relates to the 


case of relatively small borrowers. While both large 
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and small businesses borrow from the chartered banks, 


only the larger ones have the alternative open to them 


of obtaining money by offering new issues in the 
securities markets. If chartered banks did not feel a 
5 special concern for making adequate credit facilities 

6 available to credit-worthy small borrowers at all times, 
7 these borrowers would have great difficulty on occasion 
in obtaining their credit needs. Even in the case of 

9 larger borrowers the effect of changing credit 


10 conditions may be quite uneven because some can obtain 


> any = gS > ARs ay Oe 
co 


11 funds from outside Canada, from parent or affiliated 
12 companies or from foreign securities markets, while 
13 most, in terms of numbers, are limited to Canadian 

14 sources of funds. 

15 66. If central bank operations are to have 
16 a relatively uniform effect throughout the economy , 


there must be a sufficient diversity of financial 


17 

18 institutions which specialize in meeting the needs of 

19 particular categories of borrowers. 

20 67. The effects of central bank operations 
1 may be uneven if there are certain interest rates which 
2 are not flexible, whether because of legal restrictions 

23 or institutional practices. Funds made available at 
24 rates of return below market levels will be limited in 
25 total and this will tend to discriminate in favour of 
1 those who can obtain loans at this rate as against those 
4 who cannot, and especially against those in the latter 


yo Category who have no alternative source of funds. 
68. Tax arrangements may give rise to some 


; 
| of the unevenness of the impact of changes in interest 
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rates. Since the interest cost of borrowed money to 
corporations is an expense and therefore deductible 
from taxable income, a Substantial part of any rise or 
fall in such costs to the corporation is often regarded 
as being offset by changes in tax liabilities. By 
contract, provincial and municipal government and 
others, including those who borrow through mortgages 

to finance owner-occupied housing, feel the full effect 
of any rise or fail in the cost of their borrowing. 

69. Another problem is that not all groups 
in the economy respond in an "economic" way to changes in 
credit conditions. It is clear, for example, that 
consumers are rather insensitive to changes in the cost 
of consumer credit. It is also clear that many people 
do not bother to look for ways to maximize the return 
on their savings even allowing for their liquidity 
requirements. It is probably also the case that many 
corporations do not try to maximize the return on 
temporary surplus funds although many of the larger 
ones have become quite active in this respect, 

70. In addition to the difficulties 
associated with the uneven impact of changes in credit 
conditions there are other reasons why there must be 
limits to the extent to which the level of interest 
rates can be allowed to rise or fall and the extent 
to which credit rationing can be allowed to become more 
stringent or less so. One of these reasons is the 
effect on financial markets themselves, Financial 
markets, particularly securities markets, are similar to 


other markets in that everyone expects a certain amount 
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of price fluctuation in response to changes in demand 
and supply. There must, however, be some limit to the 
degree of price fluctuation which financial markets 

can be expected to sustain if they are to function 
efficiently and if the general public is to continue to 
be willing to acquire and hold marketable financial 
assets, other than very short-term claims, on a large 
scale, 

Yl. Another consideration which has 
implications for the use of monetary policy is the 
country's external financial position. Views that may 
be formed from time to time regarding the monetary 
policy that is appropriate in the circumstances will be 
influenced by the level and trend in the foreign 
exchange reserves as wéli ag by internal developments. 

72. For the reasons which have been outlined 
above an important consideration in the use of monetary 
policy is that if there were excessive reliance on this 
instrument the desired effect on the level of spending 
could, in some circumstances, involve tighter credit 
conditions than would in fact be tolerable. Apart from 
the specific difficulties which have been mentioned, 
it is only realistic to recognize that credit conditions 
can become too extreme to be accepted by the public -- 
in the same way that tax rates can become too high. 
Monetary policy -- like fiscal policy -+ is dependent 
in the end on a reasonable degree of public acceptance, 

73. The fact that monetary policy is subject 
to these limitations may tend to inhibit the central 


bank to some extent when a policy of ease is appropriate 
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because it will be very conscious of the limitations 
which it will face in attempting to keep the more liquid 
Situation under control later on. This may be 
particularly true if it feels that the possibility of 
the reappearance of inflationary pressures is not too 
remote, and if it is not confident that adequate support 
from other public policies will be forthcoming at that 
stage. 

Te of monetary policy of extreme case may unde 
certain conditions be subject to the possibility of 
perverse reactions in financial markets. Because of 
the association by investors of large-scale monetary 
expansion with inflation during the war and post-war 
period in many countries, extreme monetary ease might 
at some stage cause a loss of confidence in the 
purchasing power that long-term bonds would command when 
they matured. Another possibility is that investors 
might come to feel that bond prices could rise no 
further, and would fall sharply sooner or later if the 
higher liquidity was to be kept under control. In 
such circumstances investors might lose interest in 
buying or holding long-term bonds, thereby exerting an 
infiuence on interest rates opposite in direction to that 
of the monetary expansion, 

75. dn summary, the job of monetary policy 
is to assess the nature and impact of all the factors 
bearing on credit conditions and to decide whether in 
the circumstances it should allow them to be fully 
reflected in credit conditions, or whether and to what 


extent it should try to reinforce of mitigate their 
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effect. In any set of circumstances there are limits 
to the range within which it is practical for monetary 
policy to allow or encourage credit conditions to vary, 
but within the range it can influence credit conditions 
in the direction appropriate in the circumstances, 

Its influence will be most effective if monetary policy 
and fiscal and debt management policies are Closely cce- 
ordinated. While monetary policy cannot carry the 
whole burden of the job in regulating the general level 
of spending in the economy and maintaining a saitsfacto 
external financial position, it can in combination 
with other public economic policies make an important 


contribution, 
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APPENDIX 


STATEMENT BY THE GOVERNOR OF THE BANK OF CANADA 


ISSUED AUGUST 1, 1961 
EF RS aS ee ean fk RE Rac AE Tg Pb: 


I have been greatly encouraged by the many 
public expressions of goodwill which have appeared since 
the announcement of my appointment as Governor of the 
Bank of Canada. I have decided to make public at this 
time my views on certain matters connected with the 
administration of this office, These views had been 
made known to the Directors and to the Government in 
the following form when my appointment was being 
considered, 

I believe that it is essential that the 
responsibilities in relation to monetary policy should — 
be clarified in the public mind and in the legislation. 

I do not suggest a precise formula but have in mind two 
main principles to be established: (1) in the ordinary 
course of events, the Bank has the responsibility for 
monetary policy, and (2) if the Government disapproves of 
the monetary policy being carried out by the Bank it 

has the right and the responsibility to direct the Bank 
as to the policy which the Bank is to carry out. 

The first principle is designed to ensure that 
the Bank has the degree of independence and responsibilit 
necessary if it is, in the language of the Bank of Canada 
Act, “to regulate credit and currency in the best 
interests of the economic life of the nation", To 
discharge this duty the Bank must be sufficiently 
independent and responsible in its operations to be 


able to withstand day-to-day pressures from any source, 
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But in the longer run, if there should develop a serious 
and persistent confluct between the ate of the 
Government and the views of the central bank with regard 
to monetary policy which, after prolonged and 
conscientious efforts on both Sides, cannot be resolved, 
the Government should be able formally to instruct the 
Bank what monetary policy it wishes carried out and the 
Bank should have the duty to comply with these 
instructions, The exercise of this authority by 
Government would place on Government direct responsibili rv 
for the monetary policy to be followed. If this policy, 
as communicated to the Bank, was one which the Governor 
felt he could not in good conscinence carry out, his dut 
would be to resign and to make way for someone who took 
a different view. 

Amendments to the Bank of Canada Act would 
presumably be required to deal with these points. 
if, however, it were agreed that the respective 
responsibilities should be of the general character I 
have indicated, there should be little difficulty in 
regard to the precise nature and timing of the necessary 
changes. 

I wish, secondly, to place on record some of 
my views on the way in which monetary policy fits into 
other public policies affecting the economic and 
financial welfare of the nation. I take it that the 
broad aim of the community is to attain, to the maximum 
extent possible, certain generally accepted objectives; 
high level employment, price stability and sustained 


economic growth. A flexible monetary policy is an 
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essential element in the total blend of policies 
directed to these ends, In a situation characterized 
by large unemployment and unused capacity, monetary 
policy should be directed to encouraging the use of 
credit. On the other hand, if the economy is approachin 
a condition of full Stretch, policy should be directed 
towards discouraging the use of credit, 

Too much reliance on monetary policy either as 
a restraining or a Stimulating factor would, however, 
lead to unsatisfactory self-defeating results. If one 
were to try to control the excesses of a boom period 
through monetary policy without adequate support from 
appropriate fiscal, debt management and other economic 
policies of Government, one would run the risk of 
creating great strains in the financial system in the 
form of intolerably high interest rates and dis- 
organization in capital markets. On the other hand, 
the precise part that monetary policy can appropriately 
Play in stimulating economic expansion is necessarily 
influenced by the part being played by the concurrent 
fiscal, debt management and other economic policies of 
Government. The central bank has an important part 
to play in influencing the trend of interest rates in 
a direction appropriate to the economic situation. But 
an attempt on its part to impose a level of interest 
rates which appeared unrealistic to the market would 
impair confidence in the value of the currency and 
present a serious obstacle to the orderly flow of funds 


through the capital market. 
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meant to deprecate the contribution that monetary 
policy can make towards attaining the broad economic 
objectives of high-level employment, price stability 
and sustained economic growth. On the contrary, it 

is meant to underline the need for a careful and 
consistent meshing together of all the various aspects 
of financial policy and general economic policy in 

the effort to attain these objectives while avoiding 
undue strains in particular sectors. In particular, 
Since monetary policy, fiscal policy and debt management 
policy are interdependent and to some extent inter- 
Changeable, there has to be a high degree of coordinatio 
to ensure that the blend or "mix" of these policies 

is purposefully directed towards attaining the over-all 
economic objectives of the community. 

The views expressed above regardint the 
respective responsibilities of Government and Bank for 
monetary policy and the need for close coordination of 
monetary, fiscal, debt management and other economic 
policies point to the great importance of close and 
continuous contact between the Bank and the Government. 
f shail wish to play my full part in achieving the close 
working relationship with the Minister of Finance 
which is indispensable if the Bank is to discharge its 
responsibilities in a satisfactory way. I would 
hope to have frequent contacts with the Minister of 
Finance of the same character as I have had over the 
past years in my capacity of Executive Director of 
the International Monetary Fund and International 


Bank, In addition, in order to ensure beyond doubt 
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that continuing high importance is attached to 
maintaining lines of communication, and even though such 
precaution may now seem unnecessary, consideration 
should be given to setting up a routine procedure for 
regular meetings at fairly frequent intervals between 


the Minister of Finance and the Governor, 
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III - THE TECHNIQUES OF MONETARY POLICY 
eae nn chord 


A. General Considerations in the Choice of Techniques 
—_—_——— meen tn the Choice of Techniques 


Introduction 

1. This submission deals with some of the 
tecnhical aspects of central bank operations in Canada, 
(A simplified description of the existing cash reserve 
system and the mechanics of changes in the level of cash 
reserves resulting from changes in the various asset 
and liability items on the Bank of Canada's balance 
sheet is given in a note appended to this submission 
entitied The Control of Chartered Bank Cash Reserves by 
The Bank of Canada.) Before these are discussed in 
detail it may be useful to refer to some of the broader 
issues involved. 

2. In our submission on The Role of Monetary 
Policy we stated that in our view one of the main 
responsibilities of the central bank is to exert an 
influence on credit conditions, the appropriate direction 
and magnitude of which will depend on all the other 
influences at work in financial markets and on the 
central bank's view of the current economic situation. 
By "credit conditions" is meant the whole range of terms 
and conditions affecting borrowing and lending and the 
purchase and sale of financial assets. 

3. The main technical basis for the central 
bank's ability to influence credit conditions lies in 
the fact that its liabilities have the status of legal 
tender and serve as cash reserves for the commercial 
banking system. It can buy or sell assets such as 


Government securities in such amounts as it considers 
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appropriate and in this and other ways increase or 
decrease the banks! cash reserves, and so stimulate or 
restrain the expansion of the commercial banking 
System. This basic technique can be used in different 
ways, some of which have much more direct and detailed 
effects on the prices and yields of Government securities 
than others. There are also a number of supplementary 
techniques which can be used to exercise a direct 
influence on the availability of credit through 
particular institutional channels or for particular 
Purposes. These depend on persuading or requiring 
lenders to observe certain rules in the allocation of 
funds at their disposal. Some of these techniques have 
a much more direct and detailed impact on the normal 
functioning of lending institutions than others. 

4, There are many possible combinations 
of methods by which a central bank can seek to exert 
its influence on credit conditions and central banks 
differe considerably in their general operating approach, 
partly because the structure cf the financial system 
differs from country to country. Few central banks 
rely exclusively on a single approach; most prefer to 
use a variety of operating techniques, depending on 
the circumstances of the time. To provide some 
indication of the various approaches open to a central 
bank, several broad alternatives are outlined below 
in paragraphs 5 - 15; each is described in rather extreme 
form to bring out clearly its essential features. The 


general approach preferred by the Bank of Canada is then 


described in paragraph 16 - 17. 
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Influencing Credit Conditions Indirectly Through 


Variations in Cash Reserves 
rp Sear ear wane et hh] 


5. At one extreme, the central bank would 
try to influence credit conditions exclusively through 
the mechanism of eash reserve management and would try 
to avoid any action which might have a direct impact 
on interest rates except at the very short end of the 
market for Government securities. With the chartered 
banks operating on the basis of reasonably stable cash 
ratios, variations in the supply of cash reserves would 
be expected to initiate a chain of institutional and 
market responses whose ultimate effects on the cost and 
availability of credit would be broadly in line with 
the central bank's general objectives, although neither 
predictable nor controllable in detail. If the central 
bank wanted to exert its influence on the side of ease 
it would be more liberal in providing cash reserves. 
More plentiful cash reserves would tend to stimulate 
a secondary expansion of the assets and liabilities 
of banks and other credit institutions, inducing them 
to add to their investments and loans with a correspond- 
ing increase in their deposit liabilities to the public, 
In the process of acquiring increased holdings of 
securities and loan obligations in exchange for their 
deposit liabilities, the institutions involved would 
tend to push down interest rates, or limit the rise 
which would otherwise occur in a period of strongly 
expanding economic activity. Market mechanisms would 
be relied on to spread this influence to yields on 


securities of all types and maturities, and also at some 
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stage to affect the non-price terms of access to credit 
stipulated by banks and other institutional lenders. 

If the central bank wishes to exert dts influence on 
the side of restraint it would work in the opposite 
direction, 

ee major advantage sought by this approach 
is that the market is given as much freedom as possible, 
within the general environment influenced by the cash 
preserve management of the central bank, to place its 
own valuation on the securities issued by the Government. 
The central bank would not be seeking to impose any 
particular view regarding the appropriate structure 
of interest rates; it would be confining its operations 
in Government securities to the very shortest maturities. 
Indeed, it might even be abie at many times to bring 
about desired changes in cash reserves eithout entering 
the securities market at ail, through a number of 
techniques which will be discussed later. 

Such an indirect approach would enable the 
central bank to exert a broad general influence on 
credit conditions. It would provide little control over 
the precise timing or detailed character of the resulting 
changes in interest rates and institutional lending 
and investment policies, but it would leave a great deal 
of leeway for the interplay of private decisions in 
working out the detailed pattern of interest rates, 
credit allocation, and the distribution of assets held 


by financial institutions and the public, 
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Influencing the Level and Structure of Interest 
Rates Directl : 


8. At the other end of the spectrum, the 
central bank might, through its open market operations, 
seek to influence the level and structure of interest 
rates indirectly. The central bank might proceed by 
establishing the prices or effective interest yields at 
which it would be prepared, for the time being, to buy o 
sell Government securities of various maturities. In 
the light of market and institutional responses and the 
trend of economic event it would from time to time alter 
these prices. In effect, the central bank would try to 
bring about desired changes in certain key interest 
rates in the system directly and rely on market 
mechanisms to ensure that these were accompanied by 
appropriate changes in the cost of credit and in the 
other terms and conditions faced by potential borrowers. 

9. Under a regime of this kind, changes in 
the amount of cash reserves held by the commercial 
banking system would become a by-product rather than a 
focal point of the central bank's open market operations 
So long as the central bank maintained a particular set 
of buying and selling prices for various issued of 
Government securities, downward or upward pressure on 
these price levels would encounter the direct resistance 
of central bank purchases or sales, and, because of the 
consequent effects on the supply of cash reserves, the 


indirect resistance of credit expansion or contraction 


| on the part of private financial institutions. It 


seems clear that under this method of operation the 
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fluctuations in the total assets and liabilities of 
the banking system would be greater than under the first 
approach described in this submission. 

i0. Such an approach would require the virtua 
fusion of monetary policy and debt management operations. 
The present system of offering specified amounts of 
treasury bills for sale by auction and of new issues of 
Government bonds for public subscription would not appea 
to be consistent with an approach of this kind and the 
logic of this approach wouid seem to involve changing 
the present system to one of tap issues of various 
maturities. 

ll. An undesirable consequence of this 
extreme approach would be to obscure the infouence of the 
many powerful domestic and international forces which are 
constantly at work in financial markets. Changes in the 
market prices of Government securities would appear on 
the surface to be merely the result of central bank 
action and this would make it much more difficult for 
the central bank to follow a flexible monetary policy. 
Mereover, the attention of dealers and investors would 
tend to concentrate on anticipating the next move of 
the central bank, and continuous short-run speculation 
rather than the appraisal of the underlying forces at 
work might well become the dominant activity in the 
Government securities market. The central bank 
would have a particularly difficult problem of coping 
with undesirable de-stabilizing shifts in market 


expectations generated by its own actions. 
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1} Imfiuencing the Availability of Credit Directly 


2 12. Both the approaches mentioned above rely 
3 heavily on market mechanisms and the profit-maximizing 
4] responses of institutions to transmit the effects of 

5 central bank action to all points of the credit system, 
6 the assumption being that both the cost and the 

7 availability of credit will tend to be affected and that 
8 it is desirable that both work together in influencing 
9 the demand for goods and services. In unusual 

10 circumstances, however, it may be a legitimate object 
11 of policy to aim Specifically at influencing the 

12 availability of credit without necessarily affecting 

13 its cost to any important extent. The kind of measures 


used would depend on how extensive an influence was 


14 
15 deemed necessary. 
16 13. A minimal approach would be, in special 
17 circumstances, to try to exert some quantitative influenc 
18 on the loan expansion of the chartered banks. For 
19 competitive reasons the chartered banks may on occasion, 
20 even in the face of a persistent decline in their 
21 holdings of liquid assets and Government bonds, delay 
y adjustments in their lending policies longer than would 
93 be desirable from the point of view of containing 
1 excessive demands for credit. If there were pressing 
95 reasons for seeking an immediate impact on the availability 
ng of credit, it might be desirable for the central bank to 
i | be able to hasten the adjustment of lending policies by 


impounding some of the reserve liquidity of the 
chartered banks. Or it might be desirable on occasion 


to try to stimulate bank lending by releasing liquidity. 
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The techniques used for this purpose in various banking 

2 systems include variations in prescribed cash reserve 

3 or liquid asset ratios applicable to the banks or the 

calling up or releasing of special deposits maintained 

5 by these institutions at the central bank. Under 

6 these procedures, the qualitative decisions regarding the 

7 detailed allocation of credit would continue to be left 

8 to the judgment of the chartered banks themselves. 

| 9 14. A much more far-reaching approach would be 
10 to aim at exercising, through central bank efforts or 
11 Government controls, a detailed and selective influence 
12 over the lending policies of a wide range of institutions|, 
13 in respect for example of consumer credit contracts, 


mortgage contracts, offerings of new issues in the 


14 

15 capital market and stock market credit, 

16 i5. If the chartered banks and other lenders 
17 could be persuaded or required to Ravine their loans 

18 more stringently or selectively, it is conceivable that 
19 & significant number of unsuccessful borrowers would 

20 refrain from pressing their demands for credit through 
21 alternative market channels, either because of the 

22 expectation of being refused, or on account of the 
93 additional cost or difficulty of borrowing elsewhere, 
|} or out of inertia. To this extent the credit expansion 
95 would be moderated with a smaller rise in interest rates 
6 than would otherwise occur. Measures of this general 
‘4 character, if used vigoroughly, could produce rapid and 


perhaps substantial changes in the availability of credit}, 
Experience shows, however, that financial markets and 


institutions can in time adapt themselves to barriers to 
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the flow of credit; if particular channels of lending are 

obstructed they are likely to be circumvented as 

alternative indirect channels are created. 

The Approach of the Bank of Canada to Monetary Management 
16. In general the approach of the Bank of 

Canada to monetary management is much closer to the first 

method described in paragraphs 5 to 7 (i.e. influencing 

credit conditions indirectly through variations in cash 

reserves) than to any of the others. It is the view of 

the Bank of Canada that its responsibilities can best be 

discharged under arrangements which give the securities 

market and private lending institutions the maximum scope 

to perform their important functions in determining the 

terms and allocation of credit, and that central bank 

operations should leave as much room as possible for 

the exercise of private judgments in these matters. 

In most circumstances the aism of public financial policy 

can be pursued effectively without the central bank 

intervening in the Government securities market on a 

broad front with precise objectives for bond prices 

and interest rates, and without resorting to regulations 

or préssures designed to influence the allocation of 

credit in particular ways or through particular channels, 
17. At the same time, the Bank of Canada feeis 

that the techniques available to it should give it 

enough flexibility to discharge its responsibilities 

as circumstances may require. For example, in 

situations where the need arises to combat disorderly 

conditions in securities markets, or where a change in 


interest rate differentials between Canada and the United 
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States is a matter of urgent importance , or where there 
is need for particularly close co-ordination with debt 
management operations, it may be desirable for the Bank 
to conduct limited open-market operations in mid-term 
or long-term securities; and it would not be desirable 
or practical for formal limitations to be imposed on 

the Bank in this respect. Similarly, it would seem unwide 
to rule out the possibility of involing more direct 
measures to control the availability of credit in an 
extreme situation. In certain circumstances, as has 
been indicated in our submission on The Role of Monetary 
Policy, there are limits to the extent to which and the 
rapidity with which interest rates can be allowed to 
rise, and there may therefore be times at which it is 
preferable to vary the cash reserve or liquid asset rati 
or resort to moral suasion or selective credit controls 
than to allow the inflationary process to proceed withou 


further resistance. 
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B. Cash Reserve Management and_ Open Market Operations 
Methods of Affecting Cash Reserves 


18, There are a great many channels through 
which a central bank can inject cash into the banking 
system or withdraw it, and a great variety of assets that 
it can acquire or give up in exchange. As a practical 
matter, however, there are great advantages to limiting 
cash management operations to relatively few channels 
and relatively few types of financial assets, and to 
relying largely on market mechanisms to transmit the 
effects of central bank operations to other areas of the 
financial system, A central bank can exert a pervasive 
effect on credit conditions even though the direct 
effects of its operations are confined to the cash 
reserve position of the commercial banks and to the 
market for short-term Government securities. 

19. In some countries the central bank 
provides cash reserves mainly by making advances to banks 
secured by commercial bills or similar private 
obiigations or by discounting such paper. In earlier 
periods central banks dealt in private obligations to a 
considerable extent, no doubt partly because of the 
rélatively small supply of government paper. In recent 
desades, however, and particularly since the Second Worl 
War, the size of the Government debt in the form of 
outstanding securities has made it both feasible and 
convenient for central banks in most countries to conduct 
their operations mainly in Government securities. So 
far as the Bank of Canada is concerned, Government of 


Canada securities have a number of advantages. They are 
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available in a broad range of maturities and their value 
at maturity is Suaranteed by the Government. They are 
widely held and traded by banks, other financial 
institutions, investment dealers and the general public. 
By operating in such securities the central bank is able 
to co-ordinate its own operations closely with those 
related to the management of Government deht. 

20. The Bank of Canada has the power to buy 
and sell gold ana foreign exchange but in practice it 
does not deal for its own account in gold at all and its 
dealings in foreign exchange for its own account, as 
distinct from those undertaken as agent for the 
Government, have been on a small scale in recent years. 

el. The Bank of Canada purchases securities 
of the Industrial Development Bank as a means of providin 
funds to that institution but its purchases of such 
securities do of course have cash effects which must be 
taken into account in the central bank's ordinary cash 
management operations. 

22. Within the range of financial transactions 
engaged in by the Bank of Canada there are many 
different ways of injecting or withdrawing cash. Some 
have a direct impact on the securities market while other 
do not and the choice of methods adopted by the central 
bank will depend in part on the nature of the impact 
Scught. In some cases the Bank may achieve its cash 
reserve target without taking any initiative at all; for 
example, a decision not to offset a seasonal decline in 
note circulation in the hands of the public can bring 


about an increase in the chartered banks' cash reserves. 
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Cash reserves may be affected by temporary variations 

in the Government's deposit balance at the Bank of Canad 
(as explained in the appended memorandum). For example, 
a running down in the Government's deposit balances at 
the Bank in a period when the expenditures of the 
Government exceed its receipts injects central bank cash 
into the commercial banking system without passing 
through financial markets at all. This is also the case 
when part of the Government's deposit balance at the Ban 
of Canada is, with the concurrence of the Government, 
transferred to the Government's deposit accounts with th 
chartered banks. Other variations of this technique are 
possible. For example, the Bank of Canada might buy 
Government securities from the Securities Investment 
Account of the Government and the proceeds, after being 
credited to the Government's deposit account at the Bank 
might be transferred to the Government's deposit account 
at the chartered banks. Or the Bank might buy foreign 
exchange from the Government and the Canadian doliar 
proceeds might be handled in the same way. The transfer 
of profits from the Bank of Canada to the Government 
provides another opportunity for affecting cash 
reserves; in recent years the Bank has transferred its 
annual profits to the Government in instalments during 
December and these funds, after being credited to 

the Government's deposit account at the Bank of Canada, 
have been transferred to the Government's deposit 
accounts at the chartered banks, thus offsetting the 
effect on cash reserves of a seasonal rise in note 


circulation. None of these methods has any direct impac 
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on the securities market; the market inf luence is first 
felt when the chartered banks react to the resulting 
increase of decrease in cash reserves. There are of 
course limits to the use of Government deposit transfers 
imposed by the amount of the available Government balance 
and their distribution as between the Bank of Canada 

and the chartered banks and by the desire of the 
Government to maintain working balances of reasonable 
Size with the chartered banks at all times. In the main, 
transfers of Government funds between the Bank of Canada 
and the chartered banks -- draw-downs and re-deposits -- 
are undertaken to prevent the uneven flow of Government 
receipts and expenditures from affecting the level of 
cash reserves rather than for the purpose of changing 
the level of cash reserves. 

23. Changes in its holdings of Government 
securities are the main technique by which the central 
bank affects cash reserves or offsets the effect of other 
factors, except on a very short-run basis. The Bank 
of Canada's holdings of Government securities can change 
as a result of the direct purchase of a new issue from 
the Government, or as a result of the repayment at 
maturity of an outstanding issue held by the Bank 
(including the issue and retirement of treasury bills 
at the weekly tender), or as a result of direct 
transactions with Government accounts as already 
indicated, or as a result of purchases and sales in the 
open market. Central bank operations in the open market, 
like security transactions conducted by others, are bound 


to have some direct impact on market prices and yields, 
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though the magnitude of such impact cannot be measured 
2 at all precisely. Broadly speaking, the shorter the 
3 term of the security 
4 (i.e. the closer it is to the cash for which it 
5| is being exchanged) the smaller the direct impact. To 
6 take an extreme example, the purchase of a bond maturing 
7 the next day could be expected to have practically no 
8 dteset impact on prices in the market. Due to the rapid 
9 development of the money market in recent years it is 
10 likely that the Bank's transactions will be a smaller 
11 proportion of total market transactions in the securities 
12 involved if they take place at the short end of the 
i 43 market. In carrying out open market operations to 
14 provide or withdraw cash reserves the Bank of Canada 
15 usually, though not always, chooses to deal in relatively 
16 short-term securities in order to minimize the direct 
17 impact of its transactions on the market. “This approach 
is in keeping with the Bank's normal preference for 
trying to achieve its objectives indirectly (that is, 
20 mainly through bringing about changes in the cash 


reserves of the chartered banks and letting the 


Pe i 
,* responses of banks and others to this change work 
293 themselves out in the markets for various types of 


24 financial assets) and with the Bank's desire to encourage 
25 the development of broad, self-reliant markets for 

6 Government securities. 

| 24, The central bank can normally rely on the 
| changes in chartered bank assets and in the "money supply|’ 
which result from its cash management to exert an 


| influence on credit conditions in the appropriate 
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direction. This influence is broad rather than precise, 
Chartered banks hold their liquidity mainly in the form 
of money market assets (day-to-day loans, treasury bills 
and short-term Government bonds), and their initial 
response to changes in cash reserves is generally to add 
to or reduce these assets. Consequently, the immediate 
effect of chartered bank responses to changes in cash 
reserves is in the short-term area of the securities 
market and in short-term yields, although over a longer 
period bank lending policies may be affected. The 
influence of the chartered banks! purchase or sales 

of securities will, of course, tend to spread to a 
certain extent through the whole range of maturities as 
investors adjust their portfolios in response to yield 
changes and to the shift which has taken place between 
short-term securities and bank deposits. Many investors 
and borrowers, though by no means atll, are able to shif 
their securities holdings or borrowing between the short 
term area of the market and the long-term area. 
Consequently short-term yields and long-term yields are 
always to some extent inter-connected. 

25. The Bank of Canada, however, cannot rely 
in all circumstances solely on the indirect influence 
that it can exert on interest rates through cash 
reserves. In certain situations, as has been mentioned 
earlier, the central bank may feel that it should engage 
in limited market transactions in medium and long-term 
as well as short-term securities. From time to time it 
may be desirable to combat disorderly market conditions 


as, for example, when the market needs assistance in 
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adjusting itself to unexpected shocks such as the 
substantial shifts of assets sometimes associated with 
large-scale private or public debt operations. The 
sensitivity of international flows of funds to changes 
in interest rates may on occasion provide another 
reason for the central bank to Operate in a particular 
area of the market. Changes in long-term as well as 
short-term yield differentials between Canada and the 
United States can induce substantial flows of funds from 
one country to the other and thereby aggravate or ease 
exchange and other problems. Many countries experience 
large inflows and outflows of funds in response to 
changes in short-term interest rate differentials but 
it seems probabie that there is no other country where 
the international flow of funds has been as sensitive 
to changes in long-term interest rare differentials as 
in Canada, 

26. Recent experience in the United States 
provides a good example of a situation where the 
central bank has tried to exert some direct influence 
on the interest-rate curve for balance-of~payment 
reasons. In the United States the declared policy has 
recently been to keep short-term rates from falling too 
iow and to keep long-term rates from rising too high, 
The Federal Reserve System has contributed to this 
objective by departing to some extent from its previous 
policy of confining its open market operations almost 
exclusively to the very short end of the market. 

27. The need to co-ordinate central bank 


operations with Government debt management operations is 
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another reason why the Bank of Canada feels it should 
not rigidly restrict itself to dealing only in short-te 
3 securities. Some operations of the Bank designed 

4 to contribute to the debt management programme are 

5 described in Submission IV, The Role of the Bank of 

6 Canada _ in Debt Management, 

7 28. The direct impact of securities trans- 

8 actions depends not oniy on the term to maturity of the 
9 securities but also on the manner in which the central 
10 bank operates in the market. For example, if it 

11 purchases securities by responding to an offer in the 
12 market when prices tend to be weak, the support which this 
13 transaction provides has some effect but at ds not 

14 likely to have much impact on market expectations. The 
15 normal practice of the Bank of Canada is to respond to 


16 bids and offers made by others in the market. If the 


17 central bank were to enter the long-term market and bid 
18 up bond prices to deal with some exceptional situation 
19 the impact would depend on the view the market took 


20 of this intervention. If the market regarded the centra 


bank's price as "artificial" its action could, perhaps 


21 

22 after a speculative flurry, result ina weakening rather 
23 than a strengthening of market prices. 

| 29. Each week at the treasury bill auction th 
25 Bank of Canada has the opportunity of trying to affect 
26 cash reserves by bidding for an amount of the new bills 
27 which is more or less than the amount of its holdings 


to "roll over" its holdings. Its influence on the 


3 | of maturing bills; alternatively, it can attempt simply 
| 
| average tender rate depends on the size and prices of it 
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bids. The bidding of banks and eealers will be 
affected to some extent by the cash reserve situation 
as well as by their expectations of market developments. 
However, the results of the auction may not affect the 
cash reserves of the chartered banks even in the 
direction (let alone to the extent) that the Bank of 
Canada would like to see, and the Bank may have to use 
other means of affecting cash reserves in order to bring 
about the changes which it regards as appropriate. Or 
the auction may result in an average tender rate which 
is quite inappropriate in the Bank's view, in which case 
it can manage the cash reserves of the banks subsequently 
in such a way as to attempt to exert the desired 
influence on short-term rates. 

30. At the time of a new Government bond issue 
the Bank can normally add to its holdings of securities 
if it wishes. If the new issue is a refunding operation 
the Bank has the opportunity of increasing, or since it 
will probably hold part of the maturing issue, of 
decreasing its total holdings. Its action will be 
influenced by the effect it wishes to have on cash 
reserves and also on occasion by debt management 
considerations. It might, for example, choose to 
Subscribe for less of the new issue than it holds of the 
old in order to be in a position to make supporting 
purchases of the new issue in case of need without 
increasing cash reserves unduly. If it should turn out 
that such support was unnecessary, the central bank would 


have to find some other way of adjusting the cash reserve 


situation. 
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31. The Bank may also provide cash reserves 
through advances to banks and purchase and resale 
arrangements with dealers; these matters are discussed 
in Section C, "Central Bank Advances and Bank Rate", 

32. The conditions prevailing in the 
securities market will affect the Bank of Canada's choice 
of the precise means to be used for injecting or with- 
drawing cash. Under certain conditions the Bank may 
wish to avoid any direct impact on the securities market. 
For example, if prices were already tending to be very 
strong the Bank, though faced with the need to inject 
additional cash (to provide, for example, for an outflow 
of note eirculation), might wish to avoid adding to the 
upward pressure that would result if it provided the 
cash by buying securities in the strong area of the 
market. At other times it might feel that it was 
desirable to bring about an increase in cash reserves in 
&@ way which did provide some market Support. If it were 
considered appropriate in particular eircumstances to 
encourage a widespread feeling of tightness, the Bank 
might choose to defer providing cash until money market 
dealers approached the central bank for accommodation 
through purchase and resale arrangements. 

33. Finally, the method which the Bank uses to 
change cash reserves will be influenced to some extent 
by the different timing of the cash effect of various 
kinds of transaction. In accordance with market 
practices, the delivery of a bond with a term to maturity 
of more than three years is made on the third business 


day after the transaction has been arranged, at which 
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time payment is made, and the cash reserves of banks 
are affected the following day. Government bonds with 
a term to maturity of less than three years are delivered 
on the second day and the cash effect takes place on the 
third day. Treasury bills are delivered on the first 
day following completion of the transaction, so that the 
cash effect takes two days from the date of the trans-~ 
action. Transfers of Government deposits between the 
central bank and the chartered banks are normally made 
at the end of the day and have cash effect on the 
following day. The cash effect of purchases of 
securities from money market dealers with resale 
agreements also oceurs on the next day. In the case 
of advances to the chartered banks the cash effect is 
immediate. 

34. In general, the present powers of the 
Bank of Canada provide it with an adequate range of 
effective techniques for controlling the cash reserves 
of the chartered banks. The object of controlling the 
cash reserves is of course to influence the chartered 
banks to add to, or to reduce, the total of their assets, 
While the central bank can control the cash reserves 
within quite narrow limits, the immediate response of 
banks may vary within rather wide limits and may in 
turn necessitate further cash reserve adjustments. 


The Determination of the Extent of Changes in Cash 
Reserves 


35. On a day-to-day basis the central bank mus 


decide not only what kindof operations to undertake to 


affect the level of cash reserves but also the size of 
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those operations. To begin with, it must always take 
into account a variety of factors which will change 

the existing level of cash reserves if the central bank 
takes no offsetting action. Some of these factors will 
be known precisely -=- for example, the amount of 
securities transactions entered into earlier, settlement 
for which will affect cash reserves that day. Others, 
chiefly the daily change in note circulation, must be 
estimated. In addition to allowing for the cash 

effect of outstanding transactions, including those 
entered into for reasons not directly related to cash 
management, and changes in cash resulting from the 
initiative of others, the central bank must form a 
judgment as to what level of cash reserves is likely to 
produce the desired response by the chartered banks. 

36. Decisions regarding the appropriate 
Size of changes in the cash reserves of the chartered 
banks are very much a matter of successive approximation, 
mainly because the short-run response of the banking 
system to given changes is quite variable. There are 
many reasons why banks as a group may respond rather 
differently at different times to the same over~all cash 
reserve situation, and under the existing legislation 
the minimum cash reserve requirements to which the banks 
are subject permit a fairly wide degree of latitude. 

37. The idea that with a minimum 8 per cent 
cash reserve ratio chartered bank deposits can increase 
by $100 million only if the central bank has already 
increased cash reserves by $8 million is an over- 


Simplification of what actually happens. Under present 
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arrangements changes in the level of a bank's deposit 
liabilities in the course of any month have no effect on 
the amount of cash reserves it is required to hold 
until the following month. The fact that an individual 
bank is likely to lose cash reserves to the other banks 
if it attempts to increase its assets more rapidly than 
the others undoubtedly exerts a restraining influence, 
Nevertheless, there have been increases in bank assets 
of as much as $200 million in the course of a few days 
without any concurrent increase in cash reserves on 
occasions when most or all of the banks have been 
responding to a common influence such as a sharp jump 
in loan demand or a new issue of Government securities. 
38. . The structural characteristics of the 
banking system as well as the cash reserve formula may 
Play a part in this result. Ina System with a large 
number of banks, none of which account for more than a 
small proportion of total deposits, each bank will expect 
to lose cash whenever it makes a loan or investment 
because the chance of the funds ending up with its own 
depositors is negligible. It is true that if all banks 
were expanding their assets at the same rate the cash 
reserve losses of each would be offset by cash reserve 
gains from others, but where there are many separate 
banks there would be almost no possibility that all would 
keep in step; the high degree of risk that there would 
be a loss of cash would tend to restrain any one bank 
from attempting to increase its assets rapidly. The 
smaller the number of banks, however, the greater chance 


there is that a substantial increase in the demand for 
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bank credit will produce about equal rates of increase i 
assets. To the extent that this happens each bank finds 
that additions to its assets have not in fact resulted 
in a loss of cash reserves. This can happen relatively 
easily in Canada where the chartered banks are eight 

in number and where three of them account for 70 per 
cent of total bank deposits. 

39. If there is a large increase in deposits 
during one month the cash preserve requirements for the 
next month will of course rise sharply. The additional 
cash reserves required for banks as a group will have 
to be provided by the central bank by the end of the 
reserve period in one way or another, perhaps by way of 
advances to banks or purchase and resale agreements with 
dealers, but no individual bank can take it for granted 
that it will automatically get enough of the total 
amount of cash reserves in the system to be able to meet 
its own cash reserve requirements. Consequently, what 
the central bank can do with einai to an undesired 
increase in total bank deposits which has already 
occurred is to keep cash reserves low enough for a long 
enough portion of the current month or of subsequent 
months to induce individual banks to make net reductions 
in their total assets in an attempt to acquire the neede 
cash. The speed and magnitude of such responses 
determines the extent to which total chartered bank asse Ss 
and total chartered bank deposits will be reduced. When 
it reduces cash reserves the central bank cannot foresee 
the exact changes in bank assets and deposits that will 


occur, On a day-to-day and week-to-week basis the 
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, central bank must be prepared continuously to adjust 


Cash reserves, to watch the response of banks and 
developments in the market, and to make further adjust- 
ments as necessary. In any given month the important 
question is not the absolute level of cash reserves but 
the difficulty or ease with which the banks are able to 
obtain their eash requirements. It is the case that 
over any long period, with an 8 per cent cash ratio, 
changes in total chartered bank deposits will be roughly 
twelve and one-half times the change in their cash 
reserves, but the process by which this relationship is 
maintained is indirect, complex and subject to 
considerable imprecision in the short run, 

40. Day-to-day fluctuations in cash reserves 
are experienced by every chartered bank; they arise in 
part from central bank operations affecting total cash 
reserves and in part from inter-bank shifts in cash, 

If a bank feels it necessary or desirable to make an 
adjustment to a change in its cash position, its usual 
response is to reduce or increase its holdings of money 
market assets (day-to-day loans, treasury bills or short- 
term Government bonds). A tight cash position causes 
the banks to sell money market assets on balance, and 

a flushing-up of cash causes them to bid for additional 
money market assets. Bank holdings of money market 
assets serve as a cushion between changes in cash and 
changes in their other assets. If bank loans rise by a 
large amount or if banks subscribe for a large amount 
of an attractive offering of Government bonds, they can 


make offsetting reductions in their holdings of money 
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market assets if they have to (provided of course that 
they have more than minimum holdings of such assets). 
Such reductions cannot directly force the central bank 
to supply additional cash to the system but it can put 
substantial -- even if temporary -- upward pressure on 
money market rates. So long as banks have an appreciable 
cushion of secondary liquidity the trend of their loans 
and the scale of their participation in new Government 
issues will be beyond any precise control through cash 
reserve management, and this would be true no matter 
how rigid was the system of reserve requirements. 

41, Bank lending policies are not changed 
frequently, and the connection between them and the 
central bank action to control cash reserves is very 
loose. In a period of restraint, after there has been 
a significant reduction in the chartered banks! liquidity 
cushion of money market assets and Government bonds, 
perhaps accompanied by some realized losses on sales of 
securities, their lending policies will at some stage 
be tightened. In the short run, however, the trend of 
bank loans outstanding depends more on the demand of 
bank customers for credit than on changes in the lending 
policies of banks. Even when banks are disposing of 
liquid assets because cash reserves are tight there may 
Still be an increase in total bank assets and in the 
"money supply" resulting from a large rise in loans. 

42, Cash reserve management is a process of 
successive approximation in which the Bank of Canada is 
to some extent responding to actions of the chartered 


banks and to market developments just as the banks and 


i Vee ee Pe 
, way = _ 7 7 
, A 7 aul? 3 cat AP 2 ; 
re ae oe a aes A $ 
a a “ 
cw ame (as 
Les 


ted? eexuos to bebkvoug) ot eved yout Ibvatezas texuem |t 


.(edease dope to ogatblod momtatm nedt esom oved yeds 
uined Escdneo ond sotot vLdootkb senso enottouber dove 
tug aso th dud medege eid of dass fsaotsitbbs yiqqua of 
no stvseotg brawgs -- yrstogmet tt meve == Isitnustadua 

Ldeteotecs mp oved atned as gaol 08 ».astst touttsm yorom 
anso£l xkedd to boesd edt ytkbkwpkl yisbmoooe to nofdavs 
tosemrreved wea ak sokttisqtokhiieq abedd to ef{sea sit bas 
eso dguoidd Lortros sahsetq yas baoyed od [fiw seneat 
setdsem om exat od bivow etdd bas .dmesisgsnsm svteses 
nindaeiuees setaess to motveys odd asw bigts wort 
begnsdo som ste gototiog anbbasl sasd@!’ .Lh 
eid bra medt noswied moltoomnon oft bis, ylinespstt 
wiev ak aevrenst deso Lottaes o¢ mottos aasd Isidneo 
yeed aad stend tetts .gaksataet to bobreq s al .saool 
rtibiupkl 'exinsd poredtatto ons st nolsoubet tHsobtiagia «6 
.ubood dasanrevoD bis atedas dente ystom to moideno 

%o polre mo essect besifsest emoa vd betneqmooos aqsedreg 
agate emoa va Litw esbotfog gnibael shedt ,eeld bisese 

to fers sat ~sevewod nwt teoda ent al .beneddgis ed | 
to bremsb odd oo stom abaeqeh amtbristetvo ensol aasd | 
gotbael ors mt gegnsdo no madd tbbeas tot etemoters waned 
to antaoqetb sxs adasd now novd .axasd to aetotilog 

Ysm stent tdsit ets aevrezer daso saysood ateaas biuptt | 
add ok bas atozes winsd istot mt easstent as ed Linea 
-ansol at eat syrel " mort anitéiveer “ylqque yertom” 

to oBsootg B el taomexsnsm evtseet desd .SH AioeeG 
at sbsisD Yo 1ned eft detdw at aotdemtxotqqs eviaesoove 

betetusdo srit ro antotjos od ymkbnoqsey taustxe —s 


bits exiusd ond es tart adnengolevsh gexlttam ot bris ext 


Nethercut & Young A98 


Torente, Ontario 


the market are responding to Bank of Canada operations. 
While the Bank of Canada knows that the continued 
maintenance of a ratio of less than the 8 per cent 
minimum will sooner or later produce a very tight 
Situation and induce banks to dispose of some of their 
liquid assets (and that the maintenance of a reserve 
ratio of well over 8 per cent will eventually produce 

an easy situation in which the banks add to their liquid 
assets), it cannot expect to achieve anything like precis 
control over the timing, magnitude or detailed character 
of bank responses, In one period a given cash ratio 

may be accompanied by net purchases of Government 
securities by the banks, perhaps because of their views 
concerning future market levels, while in another 

period with the same cash ratio the banks may keep their 
holdings of these assets steady or even reduce them. 

In one period the cash situation may, with a certain 
cash reserve ratio, appear to be quite easy throughout 
the month; at another the central bank may find that 
with precisely the same cash ratio the cash situation 

is tight and that it is ealled upon to provide additional 
cash under purchase or résale agreements with dealers 

or even advances to banks. A bank's response may be 
influenced by the trend of its loans; if loans are 
rising rapidly the bank may take a more serious view of 
a rather tight cash position than it would if it @id not 
expect to experience continued drains of cash from that 
source. Or it may be influenced by its view of the 
central bank's policy. If it believes the central bank 


is following what is basically an easy credit policy, a 
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chartered bank may regard a decline in total cash 
reserves as only temporary and in this case it will 
probably not react strongly. If, on the other hand, 
because the banking system as a whole has had to reduce 
its liquid asset holdings, it feels that the central ban 
is starting to apply a tighter policy the bank may begin 
to work to a Slightly higher cash reserve target and at 
the same time begin to shorten its security portfolio, 
43. Not all banks work to precisely the same 
cash reserve ratio targets and the response of banks 
as a group is therefore affected by the distribution of 
cash among them. Moreover, responses to changes in, 
cash reserves will depend to some extent on how much of 
the monthly averaging period remains in which to achieve 
the required average level of reserves. If a bank 
experiences a change in cash reserves early in the month 
it has considerable time to make the necessary adjust- 
ments, whereas if it occurs late in the month and the 
bank's cumulative average cash ratio does not leave 
much margin above the legal minimum the reaction must 
be prompt. Again, policies in regard to the timing of 
adjustments tend to differ from bank to bank. One bank 
may attempt to correct its cash reserve position promptl 
While another may take more time. The daily cash ratios 
of some banks swing through a much wider range in the 
course of the month than others. As a consequence if 
one bank has a daily ratio of, say, 84 per cent and 
another bank of about the same size has a ratio of 74 
per cent, the combined response of the two banks may be 


quite different from what it would be if they were both 
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1 at 8 per cent. In general, the limited ability of 

2 the Bank to preduct in advance the precise nature of 

3 the chartered banks! response to changes in cash 

4 reserves can be compensated for to a considerable extent 
5 by continuous adjustments in cash reserves as informatio 
6 about such responses becomes available; the Bank is 

7 greatly assisted in this respect by the fact that the 

8 chartered banks report statistics ona very current basisl. 
9 44, Although over the years the banks have 

10 worked progressively closer to the statutory minimum 

11 cash ratio, it will be clear from the above that under 
12 existing arrangements the Bank of Canada cannot maintain 
13 precise control over the total deposits of the chartered 
14 banks from day to day or from week to week. But the 

15 central bank does not need to have precise short-run 

16 control in order to pursue effectively its goal of 

17 appropriate credit conditions. Indeed the central bank 
18 cannot know in advance what rate of change in the "money 
19 supply" might be consonant with achieving such 

20 conditions. The central bank begins by working toward 


a certain level of cash reserves but it is prepared to 


21 

22 respond to chartered bank actions and developments 

23 in the market. To some extent it may have to compromise 
1* between reducing temporary aberrations in short-term 

15 interest rates and smoothing temporary aberrations in 

6 the rate of growth of bank assets. No system could be 


guaranteed to do both simultaneously since the non-bank 
demand for both bank credit and money market assets is 
bound to be subject to temporary disturbances of greater 


or lesser extent at irregular and unpredictable intervals, 
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and a reasonable degree of flexibility in the system is 
desirable, 

45. There must, however, be some limit to 
the amount of looseness or Play in the linkages within 
the system. If banks did not aim at reasonably stable 
cash ratios but allowed these to undergo wide fluctu- 
ations, it would become very difficult to use cash 
reserves as a control mechanism and the central bank 
would have to rely on much more extensive open market 
operations either in an attempt to bring about larger 
Swings in cash reserves or to have a more direct 
influence in the market. The longer the period 
covered by the minimum cash reserve requirement the 
more scope there is for delayed or erratic response, 
For example, if the minimum cash reserve requirement 
were applied to the average level over a six-month period 
the response of banks to changes in cash in the early 
part of the period could be quite similar to their 
response under a system where there was no minimum 
requirement at all. At the other extreme, a requirement 
to maintain an exact ratio of cash reserves to deposits 
on a strictly current daily basis would produce an 
intolerably rigid situation. It is highly desirable 
that there should be some short-run elasticity in the 
"money supply" so that the banking system can quickly 
absorb the day-to-day shocks that result from sudden 
changes in the,demand for credit or in the attitudes 
and desire for liquidity of investors or from sudden 
shifts in cash between banks. It is impossible for the 


central bank to know about all the factors that produce 
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Such developments in time for it to make the necessary 
adjustments in cash reserves and if the minimum cash 
reserve ratio were applied on a strictly current daily 
basis, the banks would undoubtedly aim at maintaining 
enough excess cash reserves to give them the minimum 
fiexibility they need even though this involved some 
Sacrifice of earnings. 

46. In the light of ail of these consideratio 
it is by no means easy to form a precise view of what 
is the best formula for minimum cash reserve requirements, 
It seems desirable that the exact amount of deposits 
with the Bank of Canada which the chartered banks are 
required to hold on the average should be known to all 
concerned at the beginning of the reserve period, 
This means that the statutory figures for their own 
deposit liabilities and holdings of Bank of Ganada notes 
should relate to an earlier period. The optimum period 
to which the requirement should apply is something that 
¢an be determined only by experience. ‘The present view 
of the Bank of Canada is that the existing formula 
permits unduly slow responses and results in unduly large 
discontinuities in cash reserve requirements. 
Minimum Liquid Asset Ratio 

47, In every country the commercial banks 
hold some portion of their assets in relatively liquid 
form in order to be in a position to replenish their 
cash reserves quickly when necessary. In a period in 
which the demand for bank loans is strong, banks may 
allow their holdings of liquid assets to decline as a 


means of accommodating part or all of this demand, 
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However, a bank would not wish to run the risk of 

finding itself completely out of liquid assets, and well 
before the decline reached this point the bank wouid 
begin disposing of other available assets -- for example, 
somewhat longer-term securities << or if necessary 
adjusting its lending policy... If there is no generally 
accepted minimum level for liquid asset holdings it is 
possible that the pressure of competition to make loans 
and the desire to avoid disposing of other assets 
(perhaps at realized losses) might on oceasion cause some 
banks to allow their liquid assets to drop temporarily 

to quite low levels. The ultimate consequences of not 
taking moderate corrective action in good time might be 
to make a large-scale liquidation of bonds or undesirably 
drastic changes in lending policies, or both, unavoidabie 
at some later stage. Moreover, the absence of any 
agreed minimum ratio of liquid assets would introduce 
another element of uncertainty concerning the response 

of the banking system to central bank action; it might 

be impossible to preduct even within quite wide limits 
the point at which banks as a group would feel they could 
no longer go on reducing their holdings of liquid 

assets. 

48, A minimum liquid asset ratio, therefore, 
makes the response of banks somewhat more predictable and 
in addition it is likely to produce smoother reactions 
on their part. The banks are more likely to begin 
to take other steps gradually as their liquid assets 
approach the minimum rather than allow themselves to get 


into a position where they have no aiternative but to 
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dispose of large blocks of securities and make major 
changes in lending policy. 

KO. It might, of course, be possibie for 
banks as a group to react to a minimum liquid asset 
ratio by carrying a total of liquid assets far in excess 
of the require minimu, or by shortening their bond 
portfolios to the point where these holdings were 
themselves virtually liquid assets. If the banks 
were to do this when cash reserve conditions were easy, 
it might indeed become difficult when conditions 
tightened to predict when the banks would take action 
to adjust their lending policies. Normally, however, 
the desire of banks to maximize their earnings should 
prevent this excessive build-up of liquidity from 
occurring since the banks must saerifice earnings in 
order to maintain excessive holdings of liquid assets 
whose yields tend to be relatively low. The central 
bank relies on competition for earnings in the financial 
System being keen enough to prevent any group of 
financial institutions from carrying excessive liquid 
reserves when there are opportunities for a more 
profitable use of their resources, 

50. In Canada the minimum liquid asset ratio 
has, since 1956, been set by agreement with the chartered 
banks at 15 per cent of deposit liabilities on a monthly 
average basis. The liquid assets prescribed for the 
purposes of the ratio are cash reserves, day-to-day loans 
and treasury bills. It is the view of the Bank of Canada 
that the minimum liquid asset ratio is a useful instru- 


ment of monetary policy and that it should be retained. 
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C. Central Bank Advances and Bank Rate 
Central Bank Advances 

51. Standing arrangements under which the 
Bank of Canada is prepared, within specified limits and 
subject to certain terms and conditions, to respond to 
requests of chartered banks for temporary advances (and 
of money market dealers for temporary accommodation 
under securities purchase and resale agreements) play 
a rather limited but nevertheless useful role in the 
presmt system of monetary management. They provide 
individual banks and dealers with an underlying assurance 
of liquidity. Provided that arrangements for access 
to central bank credit are Subject to adequate restrict- 
ions and involve paying a penalty rate of interest, they 
need not in practice appreciably weaken the central 
bank's control over the total of cash reserves, 

52. In situations in which the Bank of 
Canada provides short-term accommodation to a bank or 
dealer, it might as an alternative make outright 
purchases of securities -- perhaps the same securities 
as those offered as collateral for advances or purchased 
under resale agreements. But arrangements which leave 
a certain amount of initiative in the hands of dealers 
and banks in increasing the supply of central bank 
cash may be quite useful, particularly if the centrai 
bank wishes to limit the extent of its direct’ parti- 
cipation in the securities market. In a system in 
which the central bank attempts to work largely through 
institutional and market responses to its cash reserve 


management, access to central bank credit by way of 
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advances and resale agreements Provides a safety valve 
which prevents extreme responses to reductions in the 
total amount of cash reserves, or to an uneven 
distribution of cash reserves, or to sudden increases 
in the demand for bank credit. By letting banks and 
dealers take the initiative in dealing with a stringent 
cash reserve Situation, the central bank may also in 
appropriate situations provide less relief to an 
atmosphere of "tightness" than if it took the initiative 
itself by appearing in the market as a buyer of 
securities, 

53. Certain minimum conditions must be 
fulfilied if central bank lending is to play a roie in 
the provision of cash reserves without undermining the 
basis of central bank control, The central bank must 
not be the cheapest source of credit din the market, or 
there will be no incentive for banks and dealers to seek 
to obtain their requirements elsewhere. Nor must the 
cost of central bank credit be too far above short-term 
market rates for if this were the case access to the 
central bank would not be used and would therefore not 
serve to moderate extreme responses to tight situations 
in the money market. Rules must be applied in regard 
to the term of advances if the central bank is to limit 
itseif to the provision of credit for very short periods, 
Other rules are necessary to avoid a situation where 
every single request for accommodation by a bank or 
dealer involves a separate negotiation -- for example, 
rules which allow the borrower to rely on automatic 


access to credit up to certain specified amounts and 
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subject to certain specified conditions. 

54. The question also arises whether banks 
Should be allowed access to central bank credit under the 
Same terms as money market dealers. If a bank finds 
itself in a tight position it can obtain funds from 
money market dealers by calling day-to-day loans (if it 
has any) and the dealers can turn to the central bank 
for accommodation if necessary. The Bank of Canada 
has regarded it as desirable to leave the banks with 
incentive to use the money market rather than lean 
directly on the central bank, It could indeed be argued 
that banks do not need direct access to central bank 
credit at all since they have the alternative of calling 
day-to-day loans or selling securities, However, 
this argument does not take account of the fact that 
borrowing from the central bank is the quickest and 
Surest way for a bank to obtain additional cash reserves 
on a temporary basis, that a bank may be short of money- 
market assets, and that market conditions INMay make the 
Sale of bonds unusually difficult. The current 
arrangements under which the central bank extends credit 
take account of the foregoing factors by allowing for 
a certain amount of virtually "automatic" credit, by 
limiting its duration, and by differentiating to 
some extent between banks and dealers. The present 
arrangements under which advances are made are set out in 
the appendix to this memorandum, 
Bank Rate 

55. The minimum rate of interest at which the 


central bank makes advances is called the Bank Rate. As 
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already indicated it is desirable that the Bank Rate 
should normally be somewhat above other money=-market 
rates -- the day-to-day loan rate and the treasury bill 
rate -- but not too far above. Since 1956 the bank of 
Canada's Bank Rate has been set at 1/4 of one per cent 
above the latest weekly average tender rate for 91i-day 
Treasury bills. It is a matter for discussion whether 
this method of establishing the Bank Rate is preferable 
to a fixed Bank Rate which is changed from time to time, 
Some of the main considerations relating to these 
alternatives are set forth below. 
(a) A "flexible" Bank Rate system 

56. Under the general operating approach which 
the Bank of Canada prefers to follow, and which has been 
outlined in preceding paragraphs, a Bank Rate tied to a 
money-market rate has certain advantages. The Bank 
Rate automatically retains an appropriate relationship 
to other money-market rates and the central bank is 
able to use a process of successive approximation without 
being inhibited by the market expectations which might 
be generated when short-term market rates approached or 
went through a fixed Bank Rate. Adjustments to changes 
in interest rates outside Canada can take place promptly 
and smoothly without being complicated by the various 
considerations which arise when there is need to 
announce changes in the fixed Bank Rate, 

57. On the other hand, it has been said that 
a Bank Rate which is tied to the treasury bill rate and 
therefore changes each week does nothing to lend 


stability to the market, or to change expectations in the 
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market when this is considered appropriate and might 
be achieved through the announcement of a clear-cut 
change in the Bank Rate. To this, the rejoinder might 
be that a flexible Bank Rate system reflects the 
tentative way in which the central bank usually proceeds 
and that a movement of the flexible Bank Rate to a level 
that is clearly different from that which has prevailed 
in the recent past can provide the market with an 
indication of the central bank's view, not in the dramati 
way but perhaps as clearly as is normally reasonabie 
to expect. 
(b) A "fixed" Bank Rate system 

58. A system in which the Bank Rate is not 
tied to a money-market rate and is changed infrequently 
would appear to fit in best with an approach under 
which the central bank seems to influence interest rates 
more directly than by management of the cash base; but it 
is nevertheless still compatible with an approach which 
is largely indirect. With a given Bank Rate money- 
market rates could move up or down within a certain 
range and when a new band of short-term rates came to be 
regarded as more appropriate to the current circumstances 
the Bank Rate would be changed. Since the fixed Bank 
Rate would still be set on a tentative basis there is in 
principie no reason why it should inhibit the centrai 
bank from permitting or encouraging market rates to move, 
aithough it is only realistic to recognize that in 
practice it probably wouid be inhibiting on occasion, 
If there were quite frequent changes in the Bank Rate 


there would indeed be rather little difference between 
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the fixed and filexibie systems, However, if a desired 
feature of the System were that changes should not be 
frequent and that they should reflect a definite change 
in the views of the authorities the problem would 

become more difficult. Under such a System a fixed 
Bank Rate would tend not to be changed unless those 
responsible felt quite sure that such a change would be 
desirable, and one likely consequence might be that 
changes in Bank Rate would be delayed until there was 
much more certainty regarding the need for a change than 
would be required for smaller, more tentative changes. 
The timing of changes in a fixed Bank Rate might well, 
therefore, display an undesirable lag. The fact that 
Canadian interest rares are affected so much by movements 
in United States interest rates would raise special 
problems in maintaining a Bank Rate unchanged for 
extended pericds, 

59. A fixed Bank Rate might lend an element 
of stability to money market rates by tentatively placing 
an upper limit on their movement. On the other hand, 
market conditions might become unstable for a time when 
changes in the Bank Rate were anticipated or if an 
unexpected change in the Bank Rate were made, By 
Gnanging the fixed Bank Rate the central bank might be 
abie to bring about a substantial change in market 
expectations on the infrequent occasions when it wished 
to draw attention in a rather dramatic way to a marked 
change in the economic and financial climate. The 
difficulty would be, however, that on the more usual 


occasions when no such marked change in the economic out- 
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look had occurred but a change in the Bank Rate was 
necessary simply to keep it in line with Slowly evolving 
credit conditions, the change might be misinterpreted 
and have an undesired impact on market expectations, 

If the central bank wished to indicate definite views 

to the market regarding the financial or economic 
Situation it could of course do so by making public 
Statements, whatever Bank Rate system was being used. 

60. In some countries changes in the Bank Rate 
are accompanied by changes in a variety of institutional 
iending and deposit rates, in accordance with some 
agreed convention. Arrangements of this character 
would make the central bank's influence on credit 
conditions more immediately pervasive, but they would 
also involve it more directly in influencing interest 
rates of particular credit institutions, 

61, Even though changes in a fixed Bank Rate 
appear to raise monetary policy issues in a somewhat 
crude and arbitrary way, since the timing and magnitude o 
Such changes are usuaily only imperfect indicators of 
the constantly shifting emphasis of policy, it can be 
argued that they do nevertheless bring into focus at the 
time they occur the monetary policy which is being 
followed in a way which does not cceur under the 
flexible rate system. 

62, The Bank continues to have under review 
alternative methods of determining and using the Bank 
Rate. As stated in his Annual Report for 1961, the 
Governor hopes and expects that the views of interested 


parties will be made known in evidence before the Royai 
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1 Commission, and his present intention is to keep an 
2 open mind on the matter until all those with a major 


3 interest in it have had a chance to express their 


opinions, 
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1 D. Variable Minimum Cash Reserve and Liquid Asset Ratios 
t 


2 63. The power to vary the minimum requirements 
3 for cash reserves Places the central bank in a position 
where it can impound or release chartered bank liquidity. 
This power would also be implied in any procedure which 
enabled the central bank to vary the liquid asset ratio, 
The major difference between a variable cash reserve 
ratio and a variable liquid asset ratio is the effect on 
bank earnings, since cash reserves are non-earning 
assets. 

64. In situations where the central bank is 
using its normal techniques of cash management in order 
to exert a restraining influence on excessive demands 
for credit the chartered banks are likely to find it 
necessary to sell Government securities if they wish to 
continue increasing their ioans. The expansion of bank 
loans is this likely to put strong upward pressure on 
market interest rates, and this will have a deterrent 
effect on borrowing through the sale of Securities, 

But for reasons which have been explained in a previous 
Submission there are limits to the extent to which the 
restraining mechanism of interest rate increases can be 
relied on in practice. In situations where further 
restraint is highly desirable but serious concern is 
feit regarding the high level of interest rates or the 
rapidity of their upward movement, there may be a strong 
case for the central bank invoking supplementary 
techniques which it would be reluctant to use in less 
pressing circumstances. By using one of the devices 


mentioned above to impound part of the chartered banks! 
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remaining liquid resources, the central bank could 

reduce the ability of the chartered banks to continue 
finanting loan expansion through sales of securities, 

and thus make it necessary for them to begin rationing 
their loans more stringently and sooner than they might 
otherwise have done, The effect would be to reduce 

the availability of credit without significant additional 
upward pressure on interest rates. 

65. Such a policy would not succeed in 
accomplishing much if the unsuccessful applicants for 
bank credit merely turned up elsewhere in the market to 
press their demands for credit. However, there are 
substantial imperfections and much inertia in credit 
markets and it is a reasonable assumption that many of 
the disappointed bank borrowers would either fail to 
search out and find alternative sources of credit or 
would be deterred at least in part from pressing their 
fuil demands through unwillingness to accept stiffer 
eredit terms. 

66. Because liquidity-control techniques are 
designed to take advantage to some extent of the exist- 
ence of imperfections in credit market, it is probable 
that they cannot be used for very long without new 
market channels developing which reduce their effective-~ 
ness. They also have the disadvantage of being 
discriminatory if they apply only to banks. In the 
ordinary course of events it should not be necessary to 
use devices of this kind: monetary, fiscal, debt 
management and other public economic policies should be 


able to exert a strong enough influence on economic 
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conditions, It is only realistic to recognize, 

however, that exceptional situations may arise in which 
these policies taken together fail to cope with the 
Situation, and in which it may be preferable to fail bac 
on such techniques rather than permit major economic 


damage to be inflicted. 
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E. Moral Suasion 

67. The term "moral suasion" has long been 
used in connection with central banking in referring to 
a wide range of possible initiatives by the central bank 
designed to enlist the co-operation of commercial banks 
or of other financial organizations in pursuit of some 
objective of financial policy. The term is rather 
imprecise. In some contexts it may refer merely to 
general exchanges of views with the banks or others 
aimed at improving mutual understanding and awareness of 
the current financial Situation, of the general objective 
of financial policy, or of particular problems which have 
arisen in the operation of financial markets and 
institutions. Im other contexts, the term is used to 
mean efforts by the central bank to achieve, through 
Suggestion, discussion and persuasion, specific changes 
-- sometimes temporary -- in policies or practices of 
private financial organizations. It is difficult, 
therefore, to generalize about either the nature or the 
effectiveness of moral suasion,. 

68. The Bank of Canada has a clear 
responsibility to do what it can to promote mutual 
understanding of how its operations impinge on those of 
the financial system, and one means of doing this is for 
the Bank to have frequent and close contact with 
chartered banks and other financial organizations. One 
of the continuing interests and responsibilities of the 
Bank is to improve the organization and operation of 
financial markets in Canada and in order to achieve this, 


frequent discussion with other participants in financial 
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markets is essential, Many such discussions with 
regard to particular financial practices in which the 
Bank has participated have resulted in agreement on 

new proposals which have Subsequently been implemented. 
Perhaps the outstanding example is the series of 
innovations and changes which permitted the growth of a 
short-term money market in Canada. The Bank of Canada 
regards the kind of leadership that it was able to give 
in the development of the money market as a constructive 
use of moral suasion, 

69, In general, moral suasion would seem to 
work best when it involves leadership and exhortation 
directed toward goals that involve no essential conflict 
between public and private interest and where co-operatio 
is therefore likely to be readily forthcoming. In other 
forms, however, it may have important drawbacks. Where 
targets can be established against which performances can 
be reviewed -- as, for example, an agreement with the 
chartered banks to observe some over=all loan ceiling -- 
this technique may well be effective but it is likely 
to involve some loss in flexibility of the financial 
System or some reduction in competition. It may also 
invoive discrimination in favour of other groups of 
ienders who do not respond to moral suasion. If what 
is sought is to change the distribution of credit, it 
must be said that there is an important area of doubt 
regarding the propriety of the central bank making 
qualitative decisions about the allocation of credit to 
particular classes of borrowers or for particular purpose 


unless it is clear that the central bank is operating on 
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behalf of the Government. Another problem in moral 
Ssuasion is that of the timing of disengagement from the 
understandings reached: the withdrawal of a suggestion 
regarding policies to be followed runs the risk of being 
interpreted as meaning that the central bank wishes to 
see a considerable change in existing policies without 
this necessarily being the case, 

70. In general the Bank of Canada is reluctan 
to ask financial organizations to act in a manner 
contrary to that indicated by the market forees which 
confront them; and it prefers whenever possible to 
discharge its responsibilities through the use of dia 
normal cash reserve management techniques. However, the 
Bank is aware that there may be occasions when ordinary 
procedures are not adequate and in which exceptional 


requests for co-operation should be made, 
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APPENDIX 
The Control of Chartered Bank Cash 
Reserves by the Bank of Canada 

71. The Bank Act requires each chartered bank 
to carry a minimum monthly average cash reserve amounting 
to 8 per cent of its Canadian dollar deposit liabilities 
in the form of notes of and deposits at the Bank of 
Canada. By varying the amount of cash available to the 
System the Bank of Canada can, over time, regulate the 
broad trend of the chartered banks! total deposit 
liabilities in a manner consistent with the changes in 
credit conditions which it considers appropriate in the 
circumstances. This memorandum describes the ways in 
Which the cash reserves of the banks may be changed. 

72. In operating a System where the minimum 
cash reserve requirement is expressed as a percentage 
of deposit liabilities it is necessary to have 
information on each of the three elements that enter into 
the calculation of the ratio, Statistics of deposit 
liabilities and of banks! holdings of Bank of Canada 
notes must be compiled from the returns of individual 
bank branches and for this reason are available oniy with 
some time lag. The Bank Act prescribes that for 
Purposes of calculating the required legal reserve, the 
deposit and note holdings relevant for each month should 
be taken as the average amounts on the four consecutive 
Wednesdays ending with the second last Wednesday of the 
previous month, The other component of the cash 
reserve, deposits with the Bank of Canada, is calculated 


by averaging the daily figures for the current month, 
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Under this method of determining the reserve requirement, 
two of the elements are fixed at the beginning of each 
month, and satisfaction of the law requires only that 
each bank's monthly average deposit with the Bank of 
Canada shall not fall short of the indicated minimum 
level. Changes in deposit liabilities and in banks! 
holdings of notes do not affect the legal reserve 
calculation until the beginning of the next month. 

For the sake of Simplicity, the following comments on 
changes in chartered bank cash reserves refer only to 
changes in their deposits at the Bank of Canada, that 
is, to changes in cash reserves within the month, 

73. In general, changes in total chartered 
bank deposits at the central bank result from the 
balance of changes in all other Bank of Canada assets 
and liabilities. Some of the factors affecting the 
level of reserves are under immediate central bank 
control while others are not. Since, however, the Bank 
is within reasonable limits aware of changes in those 
factors which it cannot control directly, it is 
generally able to take account of them in deciding what 
its own action should be. 

74. The most important asset held by the Bank 
of Canada is its portfolio of Government of Canada 
securities: at May 31, 1962 the Bank held $2,824 millio 
of Government securities and $325 million in other 
assets. Changes in its portfolio effected by purchases 
and sales of securities in the market and by purchases 
of new securities provide the Bank of Canada with its 


most important means of influencing the level of cash 
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reserves. If the Bank purchases securities from a 
chartered bank it makes payment by issuing a cheque on 
itself which the chartered bank returns for credit to 
its deposit account at the Bank of Canada. Conversely, 
Sales of securities by the Bank of Canada to a bank will 
result in payment by cheque drawn on that bank's deposit 
account with the Bank of Canada. In the case of a 
purchase from someone other than a bank, the Bank of 
Canada cheque issued in payment will be presented by the 
seller for credit to his own aecount with a chartered 
bank or other financial institutions, and then returned 
to the Bank of Canada for credit to the deposit account 
of one of the banks, Thus, whoever the seller of the 
security may be, payment by the Bank of Canada takes 

the form, after clearings and final settlement, of an 
increase in the deposit aceount of one of the banks, 
that is to say, an inerease in the reserves of the 
banking system. The Bank of Canada does not ordinarily 
know which bank will gain reserves, It acts to increase 
the amount of cash available to the system as a whole and 
the share obtained by each bank depends on the 
competition between banks for business. 

75. Transactions in securities with the 
Government, whether at the time of new issues, in the 
course of trading in outstanding securities with 
Government accounts, or at the maturity of issues held in 
the Bank of Canada's gortfolio have the same effect on 
bank reserves as transactions with banks or with the 
puboic. Purchases from the Government result in the 


first instance in increases in the Government's balances 
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with the Bank, but on redeposit of the balances with 
chartered banks (a matter to be discussed below) the 
banks come into possession of additional claims on the 
Bank of Canada and cash reserves increase, Conversely, 
when the central bank sells securities to the Government 
or allows them to run off at maturity, it receives pay- 
ment by a reduction of its deposit liabilities to the 
Government and, after transfer of the necessary amounts 
from Government balances with the chartered banks, by a 
reduction in bank reserves. The Bank of Canada has an 
opportunity each week at the treasury bill tender to 
adjust chartered bank cash reserves by bidding in a way 
designed to vary its holdings in the direction and 
amount desired though the Bank cannot be sure that it 
will accomplish its objective. Changes in the total 
of Government securities held by the Bank may be made 
to bring about changes in reserves or to offset other 
factors which would have altered the level of reserves. 
76. The Government of Canada maintains a 
deposit account with the Bank of Canada through which 
pass virtually all Government receipts and payments, 
I* this were the only Government bank balance it would 
fluctuate with the daily ebb and flow of Government 
receipts and payments. In periods when the Government 
was on balance receiving more in tax and other revenues 
than it was paying out in the course of its business, 
it would be receiving cheques on banks and other 
institutions for credit to its account and after 
settlement the deposits of the chartered banks would be 


reduced, In the opposite case Government cash balances 
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would be running down while the balances of chartered 
banks would be ineressing. Thus cash reserves would 
tend to fluctuate sharply in consequence of the uneven 
flow of Government payments. In order to avoid this 
sort of disturbance the Government maintains deposit 
balances with the chartered banks &S well as with the 
central bank and permits the Bank of Canada, with the 
concurrence of the Minister of Finance, to transfer 
balances between the Bank and the chartered banks. (The 
Share of deposits placed with each bank is determined 
by a formula agreed among the banks which takes account 
of a number of factors). So long as balances are 
transferred in amounts such that all of the changes in 
the Government's total cash balances occur in its 
balances at chartered banks and the account at the 
central bank is held steady, the flow of Government 
payments will not affect cash reserves. The Bank of 
Canada normally follows this practice and in this 
manner offsets the potential effect on cash reserves 
of Government revenue and expenditure. In order to 
assist in the day-to-day management of chartered bank 
cash reserves the level of the Government's balance at t¢ 
central bank may be varied within a moderate range but 
does not go outside this range frequently or for iong. 
77. These are arrangements which leave some 
initiative in the hands of banks and dealers in 
increasing the cash reserves. When a bank finds itself 
suffering cash losses it seeks to regain cash and adjust 
its position by liquidating its more liquid assets, 


Normally it will start the adjustment by calling some 
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of its day-to-day loans to money market dealers and, 
concurrently or perhaps a littie jater, it will seil 
treasury bills and other short-dated securities out of 
its portfolio. By so doing the bank will draw cash 

to itself at the expense of other banks: there would at 
this stage be no increase in aggregate reserves. 
However, if the dealers whose day-to-day loans have 

been called are unable to find alternative financing 
from other banks or elsewhere and are unwilling or unable 
to balance their positions by selling securities, they 
may do so by selling securities to the Bank of Canada 
under an agreement to repurchase them some time within 

@ maximum period of thirty days. Such transactions 
temporarily increase cash reserves for the period during 
which the Bank of Canada holds the securities. The 
price at which securities are resold to the dealer is 
such that he pays a charge equivalent to Bank Rate for 
the accommodation. Each money market dealer is entitled 
to use this facility up to an agreed limit related to 
the volume of his business. Im 1961 the Bank of Canada 
held securities under "Purchase and Resale Agreements" 
on 55 business days. The maximum amount outstanding 

on any one day was $93 million and the daily average 

for the year was $3 million, 

78, The chartered banks may also obtain 
additional reserves for short periods by borrowing 
directiy from the Bank of Canada. The present 
arrangements under which such advances may be obtained 
are designed to limit the Bank's role as lender of last 


resort to exceptional circumstances and to encourage the 


.bns avelseb sexacm Yemom-od enaol ve d=! yaw 
fiea Iflw at .wetel siotL£ @ aqadteq 10 Yidmerm 
to. dxo settiusosa beteb-duode testo bus elitd yavessad ’ 


q 
4 


sieso wath [itw aasd edd gateh oe Yd sollotiiog att : % 

5 bivew sxedd sexasd tedso lo sameqxe edt ds BWoatbot 
.keviesss etagoiggs ai sasetont on ed sgsta afd 

eved ansol yab-od-~ysb caodw eisiseb edi If .seveweH 
arnionsatt evitsaredis bail of oldsay o16 heflse teed 
dany 10 gabifivas ers bas omesiweefLo xo edlusd teddo mort 
vods ,@eteinwooe aniffea yd enmoijheoq tloedd sonsisd of 
shans? to xsd od? of eels tusoes gatiles yd ce ob yam 
aidgdiw smlt emos medt sasdetuget of tromesigs ms isbay 
enottiesensis asn@ .aysbh yiuldad leo bolreg mumtxam s 
cited bolisg sii sol sevraset daso sasstoal ylbusiceqmes 
eit ,actiiuyesa edt eblod shsnsd to ains® edt cioidw 

nk ‘telset odd ot boast e1s asitiusess dobsiw ds so lhng 
191 ods Xagd otf daolsvinpe sgisdo s aysq sd cads dose | 
eltitus af teleebh ieoitsm yomom dosh: .mottsbommosos edt i 
oF Dbotsiet vimii Bbeeiges as of qu ytiitosi ald? ses.ov 
sbsas? to xms@ add £60f al sareeateaud etd to emufov srid 
“ednemoeargA elsaah bas oessiots{" aeabmay eeltdiaussss bLed 
anibastatyo Javoms mpmixem sll .syeab saontesd Céad mo 
sgsievs Yilseh edd bar sotiitnm €Q$ sew yob ono yas Mo | 
eftotitin &¢ nsw sey odd “0% 

atetdo oafs yam aiesd bevsinerio edt 87 
aiattwoited Yd ebol tay Stodia tot eevisaet [snot¢ tbbs 
jngeasig 9AT ,absash ‘to waasd ecit wort yisosttD 

Sealnavdce ed yam sesmsevbs dewa cotdu tobny atnameagnstts 
gaal %o webael as olov-atsine@ odd dtmtt od beaytesb on. 


= 


ait systsaome of Dae asonsdamvonto Lenoltigsoxe of | 


Nethercut & Young Ale5 


Toronte, Ontario 


chartered banks to use, whenever practicabie, alternative 
methods of adjusting their cash reserves in the market 
Such as calling day-to-day loans or selling securities. 
Advances are made for a minimum period of seven days 
against the hypothecation of suitable securities. The 
first advance made to a bank in any calendar month 

(up to a certain amount Specified for each bank) bears 
interest at the Bank Rate, the minimum rate at which 
the central bank makes advances. A second advance 

to the same bank in any calendar month, or a renewal 

of an advance, or an advance in excess of the specified 
amount, bears interest at a rate higher than the Bank 
Rate. : 

792 In 1961 Bank of Canada advances to 
chartered banks and Quebee Savings Banks were outstandin 
on 10 business days, The maximum amount outstanding e 
on any one day was $11 million and the daily average 
for the year was $0.2 million. Thus advances were 
a less important source of temporary cash than were 
Purchase and Resale Agreements, and the two together 
provided only a very smail fraction of the required 
reserves of the chartered banks during the year, 

80, To encourage banks and money market 
dealers to try to meet their requirements in the market 
before coming to the Bank, the Bank Rate is normaiiy kept 
above the day-to-day loan and 9i~day treasury bill rates. 
Since November 1956 it has been set ¢ of 1 per cent above 
the average successful rate at the most recent tender for 


Qieday treasury bills. 


81. The Bank of Canada carries assets and 
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liabilities in foreign currencies. The liability is 
principally to the Government and the bulk of the asset 
is simply the counterpart of this liability. The 
difference between foreign currency assets and liabilitie 
is normally quite small (for some years it has been 
about $10 million) and represents the foreign exchange 
heid for the Bank's own account. This net position in 
foreign currencies does not vary significantly, 
reflecting the fact that the Bank of Canada does not 
operate in foreign currencies for cash management 
purposes. 

82. The largest liability of the Bank of 
Canada is the amount of notes in circulation, which 
includes notes held by the banks as well as those in 
the hands of the general public. ‘The Bank does not 
control the amount of the note circulation. It is able 
te influence only the combined total of eurrency and 
chartered bank deposits and doés not determine the 
proportion which the public holds in the form of Bank of 
Canada notes; this is determined by the public in 
response to its varying need for notes for the making of 
payments. As the public withdraws notes by drawing 
on its deposits at chartered banks, the banks in turn 
may replenish their till money by drawing down their 
deposits at the Bank of Canada. Thus during each 
month changes in the total note circulation aiter bank 
reserves by an equal amount, increases in the note 
circulation reducing reserves and vice versa. The note 
eirculation is subject to a strong seasonal movement, 


building up to a peak during the Christmas shopping 
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period and then falling off sharply at the beginning of 


the year. This regular swing is one of the most 
important influences operating on the cash reserves, 

The main way in which the Bank of Canada can offset 

the effect of changes in note circulation on cash reserve 
is by transactions in Government securities, though the 
transfer of the Bank's prefits to the Government in 
December is also important in this connection. The 
relationship between note circulation and the Bank's 
Securities operations is brought out clearly in the 
attached chart of Bank of Canada accounts. 

83. The Bank of Ganada makes funds available 
te its subsidiary, the Industriai Development Bank, by 
acquiring its shares, bonds and debentures. Purchases 
of these assets inerease chartered bank reserves in 
the same manner as purchases of Government securities. 

84, The Bank of Canada operates Canadian 
dollar deposit accounts fora number of elients in 
addition to the Government and the chartered banks. 
These accounts, which include deposits of the Quebee 
Savings Banks and of foreign central banks, are shown 
as a single liability item on the Bank of Canada balance 
sheet. This item dces not fluctuate much and is not used 
for cash management purposes. 

85. Bank of Canada profits accumulate during 
the year as interest on the portfolio of Government 
securities and other much smaller earnings items are 
received, and profits are paid over to the Government 
towards the end of each year. The receipt of interest 


earnings from the Government draws down bank cash while 
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remittance of profits increases the reserves: The Bank 
of Canada must take this cycle into account in determin- 
ing cash management policy. The third line on the 
chart of Bank of Canada accounts entitled ‘other assets 
less other liabilities! ineludes the profits accounts 
and reflects the annual build-up of this liability item, 
as well as its discharge towards the end of the year. 
86. This same line includes the net amounts 
of Bank of Canada transactions which were in transit 
on reporting days. Virtually all transactions of the 
Bank, including those for the accounts of the Government 
and other clients, are cleared and settled against the 
relevant accounts on the day following receipt of 
cheques at Bank of Canada agencies, whether the payment 
is due to or due by the Bank. The amount of fiioat, 
reflecting the process of settlement of prior trans- 
actions is, therefore, known to the Bank at least one 
day before its effect on cash reserves and may be taken 


into account in cash management. 
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BANK ©F CANADA ACCOUNTS 
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BANK OF CANADA ACCOUNTS 


3 | (Average of Wednesdays - millions of dollars) 
| 
Assets Liabilities 
4 Gov't. of Canada Advances Other Assets Total Chartered Gov't. of 
Securities and Less Note Bank Ganada 
5 ex. P.R.A.'s P.R.A.'s Other Liabs. Circulation Deposits Deposits 
1957 - Dec. 2, 453.6 7.8 5.8 1,874.2 542.9 50.1 
6 1958 - Jan. 2, 384.5 3.1 32.0 1, 836.8 540.9 41.9 
Feb. yal ted 12.8 e9ne b (BU 536.1 42.6 
7 Mar, 2,376.5 1.9 29.8 1,801.4 560.9 46.0 
Apr. 2,428.1 9.0 17.5 1,834.8 577.3 42.5 
May 2,441.4 0.3 18,4 1,846.3 565.8 47.9 
8 June 2,490.3 18.7 6.9 1,858.2 606.7 SF. 
July 2, 557.9 - (ues 1,897.1 613.5 48.7 
9 Aug. 2,601.0 -16.3 1,909.8 637.0 38.0 
Sept. Z0szcel 0.8 - 4.9 1,916.8 655.9 55.3 
Oct. 2,624.5 6.8 a BAe 1,921.4 650.1 47.2 
10 Nov. 2,668.9 - -20.3 £, 930.3 666.8 51.5 
Dec. 2,659.5 2.1 deus) 1,977.8 660.6 38.7 
11 1959 - Jan. 2, 547.9 0.8 Trac 1,924.0 663.9 Way | 
Feb. 2, 489.7 9.5 62.8 1, 886.6 626.5 48.9 
12 Mar. 2,539.5 Tal 39.8 1,900.8 636.2 49.4 
Apr. (Ape i jo ine) Oe 38.1 1,923.4 649.7 47.5 
May 2,603.5 3.5 44,7 1,944.1 668.2 39.5 
13 June 2,617.4 3.0 42.5 1,952.8 661.8 48.5 
July 2, 626.1 2.4 35.9 1,988.6 631.7 44.0 
14 Aug. 2,651.3 25.8 35.2 1,999.0 666.5 46.8 
Sept. 2,658.8 0.6 18.3 1, 990.) 645.2 42.4 
15 Oct. 2,636.3 4.3 5.9 1, 982.7 639.6 24.1 
Nov. 2,643.0 3.8 0.2 1,982.7 642.2 221 
Dec. 2,629.2 1.5 Sia 2 Ol lao) 626.9 23.8 
fi 1960 = Jan. 2,589.8 - 70.6 1,961.3 657.5 41.6 
Feb. 2, 455.5 2055 Tiere, 193.6 594.2 45.4 
17 Mar. 2,526.1 0.1 44.2 Pg20.5 617.2 32 
Apr. Pa NP ara 5.9 Blin0 1,961.3 633.0 34.8 
May 2,607.0 - 42.8 1,974.8 635.7 39.4 
18 June 2, 585.2 7,5 36.1 1,983.5 605.4 39.8 
19 July 2,649.8 16.6 19.8 2,024.6 623.1 38.6 
Aug. 2,668.6 Bie 28.7 2, 0conD 634.0 40.1 
Sept. 2,655.1 - Lau 2,022.4 605.5 32.9 
20 Oct. 2,659.2 14.1 o Se 2,026.5 609.1 3220 
Nov. 2, 684.8 6.4 025 2,025.6 627.9 38.2 
1 Dec. 2,699.7 ~ 45.7 205959 650.4 35.6 
1961 - Jan. 2,649.7 - 1Page Z00ls i 665.2 45.6 
Feb. 2,535.1 4.3 75.6 1,959.2 616.0 39.7 
22 Mar. 2,600.1 2.0 45.5 1,968.5 650.0 28.9 
Apr. 2,649.5 gd 41.5 1,994.4 675.2 Ze 
23 May 2,668.8 LiaS 41.3 220L eS 666.3 33.9 
June 2,663.6 0.2 38.8 2rOl Tor 653.0 32.6 
24 July 2, 705.8 2.8 36.1 2) 067.4 663.9 13.4 
Aug. Livedod i sh ao 2 OL 2,070.2 667.7 29.2 
25 Sept. 2,772.0 9,2 4.6 2,071.5 692.0 22.3 
Oct. 2,.795.8 0.8 6.9 2. Ores 689.6 34.7 
Nov. ZeTTHee 9.0 92 2,067.4 702.0 as ile: 
26 Dec. 2, 785.2 10.1 71.4 re eT ee Te 22.3 
1962 - Jan. 2 75)9 2.8 Lt Par ¢ 2,968. 746.0 73,4 
27 Reb. 2,461.5 : 102.8 2,020. | 702.6 41.3 
Silane. 2.72762 . 83.8 2,03° 9 740.4 34.7 
Apr. ote. 9 Zed ao ae 2. Ofin 3 768.1 28.6 
28 May 2, 803.7 : 78.2 2,092.5 759.5 29.9 
29 
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5 BANK OF CANADA 
STATEMENT OF ASSETS AND LIABILITIES 


6 AG AT May Jiet, 1962 
- ASSETS— LIABILITIES— 
1. Gotn Com ann Buurion...... tessa Bc CaAprrab Pare Ui icscc ccc covers 8 $, 000, 000 
#. Foamion Excnanon— 8. Reser FOmP.cccscsnn sts ee 25,000, 000 
8 (a) Pounds Sterling and 
U.S.A, Dollars........... $9 43,227,497 8, Noves 10 Cimc0tation......ccsesusenumsnnnsemen 2&9 002,620, 889 
9 (6) Other Currencies... ae ee 4. Darosire— 
MROTALS  csconrernasuen cies 49,359,127 (a) Government 
OF Canade...ceccscsssces § 48,074,037 
10 8. BUra DiIMCOUNTIN, oc ccssssssssssssnsussseeccsecescscunsseessetens (6) Provincial 
Governments... 
4. Anvances to-- 
(a) Government of (e) Chartered Banks......., 762, 188,936 
11 CANAMA Ls cevsesscreessens 1.84 
(6) Provincial (F) Otbet a resserersnsesrss erent 943,819 
Governments .............. 
(0) Chartered and TOTAL ccsscrssusssessatiornivoean 661,805,806 
12 Savings Banka........... 
8. Lrapiizime Pavanin im 
TROOP, ‘isssscvcosisavnaistlocesectieensbert Pounps 5tratina, U.S.A, 
Dourane anv Ornse 
1 3 Fonmton Cunnencizs— 
6. Hirt» Bovont iw Oren 
Manaerz, Nor Inciunina (a) To Government of 
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IV - THE ROLE OF THE BANK OF CANADA 
IN DEBT MANAGEMENT 

A. Introduction 

1. In the context of this submission debt 
management is taken to mean the management of that part 
of the Government of Canada's debt which takes the form 
of direct and guaranteed securities outstanding. (There 
are of course various financial claims other than 
securities outstanding which might be included in the 
Government's gross debt, as well as a variety of 
financial and physical assets owned by the Government 
which might be deducted in computing its net debt; these 
are largely irrelevent, however, to the matters discusse 
in this memorandum). It includes the determination of 
the detailed characteristics of new issued, arrangements 
for their marketing and servicing, and the operation of 
certain Government investment accounts. 

2. The responsibility for debt management 
lies with the Government. The Bank of Canada's role 
in this field is that of fiscal agent (Section 20(2) 
of the Bank of Canada Act provides that: "The Bank of 
and when required by the Minister so to do, shall act as 
agent for the Government of Canada in the payment of 
interest and principal and generally in respect of the 
management of the public debt in Canada." At the reques 
of the Government the Bank of Canada absorbed the Loans 
and Interest Branch of the Department of Finance in May 
1938 and assumed responsibility for the detailed 


servicing of and accounting for the outstanding 
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Government debt.) and adviser, and since the Bank js 
a source of information and advice and carries out 
certain functions in this field on behalf of the 
Government it has been thought desirable to include a 
memorandum on this subject in the Bank's submissions. 
3. Before the Bank's servicing and advisory 
functions in debt management are described in detail it 
may be useful to refer to some of the major consider= 
ations and problems involved in the management of the 
Government debt, including its impact on credit 
conditions and the necessarily close relationship betwee 


debt management and monetary operations. 
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B. The Nature and Problems of Debt Management 


4, The importance of debt management as an 


instrument of public financial policy in Canada arises 
essentially from the magnitude of Government debt 
outstanding in the form of direct and guaranteed 
securities. The total amount of such debt at the end 

of April 1962 was $18,550 million, about one~fourth of 

the total of Canadian public and private debt outstanding. 
Government securities clearly constitute an important 
factor in the structure of the financial assets held 

by lenders and investors and in the liquidity of the 
economy. 

5. Broadly speaking, this debt represents 
the cumulative total of all Government cash deficits 
less surpluses since Confederation, the deficits having 
been financed through the sale of new securities and the 
surpluses having been used to reduce the total of 
securities outstanding. After allowing for changes in 
cash balances, changes in debt in any period represent 
the net balance between Government cash receipts and 
outlays of all kinds and are thus the consequence of 
Government actions with respect to its outlays and 
receipts -- that is, broadly speaking, of its fiscal 
operations. The Government's fiscal operations -- and 
particularly the leveis and character of the taxation 
and expenditure involved -- have very important direct 
effects on the performance of the economy, and on 
particular industries, regions or economic groups, but 
these lie beyond the scope of this submission, 


6. Debt management is concerned with the 
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characteristics of the securities which constitute 

the Government debt and with the terms and conditions 
under which they are issued and redeemed. Decisions 
in such matters necessarily have an influence on the 
attractivness of these securities as compared with 
other types of financial assets available to investors, 
and on the prices, yields and other terms and conditions 
under which money is borrowed and repaid and financial 
assets are held and traded, i.e. on credit conditions 
generally. In this respect debt management is similar 
to monetary management; both can exert an influence 

on the performance of the economy indirectly through 
their effects on credit conditions. Since credit 
conditions are bound to be substantially affected by the 
actions taken in each of the fields of fiscal policy, 
debt management policy and monetary policy there is 
clearly need for close and continuing co-ordination of 
these various aspects of public financial management, 
To Some of the main differences in the 
characteristics of the Government's direct and 
guaranteed securities outstanding are shown in the 


following table. 


san tet  ? 

etudivenoo dotdw aetiizvesa odd To aoltetiedssisds | . ‘ 
anolitbnos bas amisd oft dtiw brs ddeb tnommievod eds 
enotstosd .bomeebox bas bousat sis yous dolaw tobnar 
eid mo somentint as esved yituseasosn aitetism dove’ at 
diiw bersqmoo a& aetiiiveea seeds to azonvitosiids 
.evotaevat o3 efdeltsvs atsees Istonsntt Io esqys terdto 
nolitoaeo bis amted verte bas abfoty .esotiq odd mo base 
Istonsait? bas bitsqet bas beworrod al: ysnom doldw tobay 
enoftibnos ¢tibeto mo .9,f .Ssbsrd bis blod sis ateees 
xeflimts ef tnomegensm tdeb toeqeet atdd al .yitisisneg 
soneultat as dtex9 aso died :inomegsnsam yrstetom ot 
daverds yfLtoottbat ynomoss edd ‘lo sonsmiotiseq edd mo 
tithes eemta .anolditbnoo sibsito mo atoetie itedt 

dj yd hetostts yiisivastedue od ot bawod sis anokdipnos 
.yvoifog Lsoet? to abiett edt to dose nt medst enoltos 
at esiedt yvotiog yistenom bas yolfLoqg Inmemegsnem deb 

to aotisnihbro~oo gaiumtinos bee eeolo rot boom yluselo. 
 iremegsnam L[stonsntt olfduq to eteseqas auolrsy seers 
eit ak esoroteTitb asm ent to smoa “JV 

bas sseith ea'tuemarsved edd to asivalistesisds 

adit mt mwone ets antbhbaasteatuvo settinuese beste tsyg 


.ofdas gntwollot 


Nethercut & Young | A137 


Toronto, Ontario 


Composition of the Direct and Guaranteed 


Securities of the Government of Canada as 


at April 30, 1962, (millions of dollars 


Market fixed-term securities 


Treasury bills 1,885 
Bonds - under 2 years to maturity 3,027 
- over 2 years to 5 years to 2,893 

maturity 
- over 5 years to 10 years to 955 

maturity 
- over 10 years to 15 years to 2,004 

maturity 
- over 15 years to maturity 3,451 
Market perpetual bonds 55 
Market issues matured and outstanding 26 
Non-market securities 4 ,O4o 


Canada Savings Bonds 


Bonds issued to the Unemployment 34 
Insurance Fund 
18 ,552 
Of which payable solely or optionally in 
foreign currency 122 


8. The outstanding securities differ widely 
in their term to maturity, ranging from treasury bilis, 
some of which faii due for repayment each week, to a 
bond issue due on March 15, 1998. There are also 
bonds for which no final maturity date is specified and 
which are therefore known as perpetuals. The contract- 
ual rate of return on Government securities also differs 
widely. Treasury bills do not previde the holder with 
any specified rate of interest but ate sold at a 
discount which is the effective yield. Market issues 
of bonds now outstanding carry a specified rate of 


interest which ranges between 2 3/4 per cent and 5 3/4 
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per cent. Offerings of market issues are often made at 
a discount, and in the case of short-term issues this 
discount is sometimes an appreciable element in the 
over-all rate of return to the buyer. Certain issues 

of short-term bonds offer the holder the option of 
exchange into long-term bonds at any time prior to a 
specified date, Market issues of securities are freely 
transferable between holders, while Canads Savings Bonds 
and the special issues held by the Unemployment Insurane 
Fund are not. In recent issues of Canada Savings 

Bonds the coupon rates of interest vary, rising with 

the length of time the bond is held. CGanada Savings 
Bonds may be held only by individuais and estates, and 
an individual's holdings of any one issue may not exceed 
a stipulated maximum amount except by inheritance. 
Canada Savings Bonds are redeemable at par on demand 

by the holder, differing in this respect from market 
issues. The Government has issued bonds denominated in 
foreign currency (the last occasion being in 1950) or 
redeemable in one or more foreign currencies or Canadian 
dollars at the option of the holder (the last occasion 
being a guaranteed issue sold in 1931). Some bonds 

have been issued subject to redemption at the cali of 
the Government prior to maturity. Since 1959, issues of 
Government-guaranteed bonds have provided for a purchase 
fund operating according to certain specified rules. 
Since June 1961 a general Purchase Fund has operated in 
connection with outstanding direct long-term issues, 
Purchasers of market issues of Government securities are 


offered a wide range and interchangeability of 
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denominations and a choice between holding the security 
in registered or in bearer form. 

9. The wide diversity in the characteristics 
of various issues of Government securities referred to 
in the preceding paragraph reflects one of the basic 
aims of debt management -= to tap as wide a range as 
possible of potential markets. There are great 
differences in the kinds of instrument which best suit 
the requirements of different classes of investor, and 
an important function of debt management is to make 
available to investors securities which embody the 
particular characteristics they want. An interesting 
and important example of this diversification of 
Government securities in order to meet the potential 
demand is Canada Savings Bonds. The savings plans of 
many individuals involve a relatively long investment 
period but must at the same time provide for immediate 
access to the funds invested in the event of unforeseen 
contingencies. By selling bonds which are redeemable 
on demand the Government has been able to tap savings 
which it could not otherwise reach; the risk to the 
Government of large-scale redemption is limited by makin 
the instrument eligible for purchase only by resident 
individuals and estates and not in excess of modest 
amounts. In the sixteen series of Canada Savings Bonds 
since their inception in 1946 sales have averaged 
1,150,000 in number. The total number of investors 
acquiring marketable Government bonds in any year cannot 
be established but the average number participating in 


the original distribution of new issues at time of 


oituivetosisio odd mf uttetevibh ebitw eff): .Q so 78 5 
ot Bevuster 2eitiqwose tmemrevod To ssueat avotisy To 
ogtasd add Yo ono etesftet dastssitsq gatbeoerq oft At 
2s sgfisi 8 sbiw eas qsd od == Jmomegsnsm Jd6b To amis 
dsevg S15 sietT .atexasm Lalinetoqg Io eidtaaoq 

tiug tesd doldw ¢nomuudent to ebniad ent at seonete ilTlb 
bas ,roteevnt to asaesto traieTtth Yo ataemeitupes edt 
siem of et itemexysasm ¢deb to motsonut. iasiitogqmi ms 
ent ybodme dotiw eelilinwosea etotaevat of sldslievs 
anttastsiant mA .tasw ysdt eolsakistositads rsivelsusg 
to cottisolttatevitbh afdt te slamaxe tdrsedroqmt Bas 
istinesoq odd teem o¢ tebro ml seltdinuoee Jreaurtevod 
to ansle¢ egrives: od? .ebaod santvea sbsmsd at brameb 
jxamieeavat seaot Ylovisakes 5 eviovnt afsybtvibat yoaam 
sigthbemmt tol sbiveTq amtd omsee ods ts saum gud bol 19q . 
wessstotny Io taeve oft nt hedasvat ebmost edt of esaocos 
afdsmesbes sis deidw eboaod antifea yO .eshone_atsnoo 
eantves qsd ot elds nigsd asd vcenmrevod eid hasmed mo 
eit o¢ Hatt oft tdgasi satwredto gon biluoo tr doltedw 
[Hen yo bedimtl et nott¢amebert sisoe-sgisl Io Jasmirevop 
daisbtaex yd vino seadoaweg tot eldigtie tremuttent ens 
taebom to e290xs nt gon bas eatatvee base elsubivibat | 
abrod agnivse shsnsd to eeiree neetdxia saidg nl .acmvoms 
hoasisve aved selsa Ser nt noktqeont thedt some 
etodeavat io ssdmun [stot edt “otedmun nt 000, 08L,4£ 
ois Issy yas at abaod Imeunrevod eLdsdewtsm arktkupos 
mk anidsqtotiausea egeiuiiiar eusievs edi gud beretidsdes od 


to emid ts asyzet wen to notsudiatate Isntgtro ett 


Nethercut &é Young A140 


Toronto, Ontaric 


offering since 1950 has been 5,400, and the largest 


number of sales achieved in one issue was 30,400, 

10. One of the main areas of decision in debt 
management is the term of securities to be issued, and 
decisions with regard to this matter have an influence 
on the structure of interest rates. If, for example, 
new issues were concentrated in either the short or the 
iong end of the market to an extent which brought about 
a marked shift in the maturity distribution of Government 
securities outstanding, the result would tend to be a 
higher level of interest rates in the maturity area in 
which the new issues were concentrated, and lower rates 
elsewhere, than would otherwise have prevailed. Debt 
management operations may thus have a considerable 
influence on the shape of the interest-rate curve, that 
is, on the relative yields of securities of different 
terms to maturity. The range of choice is of course 
limited to the alternative ways of selling a given amount 
of new Government securities of some kind, since the 
Government must get the money it requires and the total 
amount of securities involved have to be placed in one 
way or another. When the Government is running an over- 
aii cash deficit hoiders must be found for a rising 
volume of Government securities, but even when the 
Government has a cash surplus and its security debt is 
decliining, some of its outatanding securities will mature 
from time to time and will probably need to be refunded 
at least in part. 

ii. Insofar as debt management decisions 


influence the shape of the interest~rate curve they may 
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tend to change the impact of credit conditions on variou 
sectors of the community. To the extent, for example, 
that businesses, or provineial and municipal governments, 
or house builders are more dependent on long-term 
borrowing than on short-term borrowing an upward (or 
downward) shift of long-term interest rates relative 
to short-term ones will be especially unfavourable (or 
favourable) to these sectors. 

i2. Decisions regarding the term to maturity 
of Government securities to be issued will be influenced 
by the type of distribution which it is desired to 
achieve. Some investors such as life insurance 
companies and pension funds normally tend to prefer 
ionger-term issues and other investors such as the 
chartered banks, the "near-banks" and non-financial 
corporations usually prefer shorter-term securities. 
Investor preferences may on oceagion depart substantially 
from normal as a resuit, for example, of shifts in 
expectations regarding the future course of interest 
rates, but they must always be kept in mind in deciding 
the term to maturity of new offerings of securities. 
To be absorbed smoothly with a minimum of disturbance 
the securities offered must incorporate the term to 
maturity, yield and other characteristics wanted by 
investors. Otherwise the resuit is likely to be market 
indigestion, falling bond prices, and unsettling effects 
on market expectations. In the interests of having 
a saleable product the preferences of the market must 
be given as much weight as other considerations of 


public financial policy permit. 
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13. In managing the maturity structure of 
its outstanding securities the Government will obviously 
wish to give maximum Support to the objectives of 
financial policy at minimum interest cost to itself. 
Although the interest yield on short-term securities 
is normally lower than that on long-term securities, the 
cost of the debt to the Government would not necessarily 
be minimized by issuing only short-term securities, 
Such a policy would greatly increase the frequency of 
refunding operations and the expenses associated with 
them; moreover, the average interest cost of the debt 
might in fact be higher as a result of over-loading the 
market with short-term instruments and failing to take 
advantage of the demand for longer-term issues. Even 
when some shortening of the average maturity of the 
outstanding debt could reduce the interest costs to 
the Government, it would be undesirable if it were 
inconsistent with the broader aims of Government 
financial policy in the prevailing economic circumstancesl, 
14, In this connection there are a number of 
general considerations which are relevant. The first 
is that the average term to maturity of the outstanding 
debt is subject to an automatic process of shortening 
simply through the passage of time. Another is that 
a reduction in the term of the Government debt outstand- 
ing increases the liquidity of the economy, since short- 
term securities are closer substitutes for money than 
securities of longer term. There will of course be 
occasions on which an increase in liquidity is appropriate. 


Situations may also emerge, however, in which the 
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previously generated liquidity will be found to be 
excessive and unless fiscal policy reacts promptly to 
produce a surplus of receipts over outlays it may prove 
very difficult, and perhaps impossible, to mop up the 
excess liquidity enough to keep the trend of total 
spending in the economy within desirable limits. 

Too rapid a growth in the liquidity of the economy 
could also inspire apprehension about inflation and 
generate selling pressure in the bond market with effect 
on the credit situation opposite to those desired, 
Problems of this sort would be aggravated by another 
consequence of a large short-term Government debt, 
nanely, that sizeabile refunding operations have to be 
carried out frequently, and this tends to restrict the 
room for flexibility in monetary management. Large 
refundings are difficult to carry out smoothly in pericd 
in which security prices are unsettled, but on the other 
hand there must be some preiods during which price 
adjustments can cecur if credit conditions are to vary 
as required by changing economic circumstances, 

15. One technique of debt management to which 
reference should be made is the use of Government 
investment accounts to buy, hold, and sell securities 
for debt management purposes. (See paragraphs 57 and 
58 below.) Since, after allowing for the temporary 
use of cash balances, the purchases of such accounts 
will ordinarily require an increase in the amount of 
securities issued in some other area of the market, the 
usual effect of such operations over a period of time 


is to cause changes in the structure of the Government 
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debt and in its distrubition among various types of 
holders rather than in its size. These will have an 
effect on the liquidity of the economy and on credit 
conditions generally. 

16. In recent years the Government has 
engaged in a process of "advance refunding" of some of 
its nearby maturities held by the Bank of Canada which 
has been helpful in avoiding market disturbances which 
might have been caused by refunding issues which were 
unusually large or which had to be carried out under 
difficult market conditions. The Bank of Canada has 
purchased the nearby maturities in the market on the 
basis of switches for, or saies of, somewhat longer 
maturities up to the mid~term area, New mid-term 
securities obtained from the Government in exchange for 
the Bank's holdings of the nearby maturities have 
provided a diversification in the Bank's portfolio which 
has enabled it to continue the process of obtaining 
nearby maturities from the market. In the case of the 
3 per cent Government of Canada issue which matured on 
December 1, 1961 the original outstanding amount of 
$1,021 million had been reduced by advance refundings 
to $445 million before the maturity date. The process 
described has affected the maturity distribution of 
Government securities held by the private sector by 
enabling the Bank to place with investors moderate 
amounts of mid-term issues and to achieve, without 
disturbance to the market, some modest offset to the 
shortening of the debt which was taking place, 


17. With debt management policy and monetary 
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policy conducted on the basis of common views regarding 
the kind of credit conditions which are appropriate to th 
economic circumstances there is much that each can do to 
complement the other. The choice of maturities and 
offering prices and the general handling of new 
securities issues as well as the operation of debt 
management accounts can support the efforts of the 
central bank to exercise an appropriate influence on 
credit conditions, Similarly, cash reserve management 
and the open market operations of the central bank 

can help to moderate short-term fluctuations in the 
ievei and structure of yields and to assist the smooth 


and orderly marketing of new issues. 
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G. The Bank of Canada as Fiscal Agent in Debt 


Management ' 


General 

i8. The underlying Parliamentary authorization 
for the Government's borrowing operations is provided in 
the Financial Administration Act and in yearly 
Appropriation Acts. The precise terms of each borrowing 
operation are approved by order-in-couneil before any 
public offering is made. From time to time directives 
aré issed to the Bank on specified phases of forthcoming 
borrowing operations. In connection with Canada Savings 
Bonds, for example, the Government instructs the Bank 
regarding the programmes of advertising and promotion 
and limits on the costs of flotation. 

19. To help in considering the timing and 
size of future borrowing operations the Bank of Canada 
prepares monthly, and revises weekly, a detailed 
projection of the Government's sources and uses of 
eash and its month-end cash baiances. Comparisons are 
made with projections prepared independently in the 
Department of Finance, When balances are low, projection 
of daily balances ae short periods are made. There 
are obvious difficulties, however, in predicting the 
precise timing of the cash effect of known programmes, 
and more formidable problems relating to Exchange Fund 
and Purchase Fund operations, the rate of sale and/or 
redemption of savings bonds, and variations in the 
"“eioat" of unpaid cheques outstanding. 

20. In order to keep abreast of changes in 


investor preferences and in the demand for funds, the 
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central bank records and analyses the evidence available 
on the shifting distrubition of outstanding debt (with 
particular emphasis on nearby maturities), securities 
prices and yields, and the flows of funds in the capital 
market as reflected in both new issues i duitiee ic and 
secondary dealing. 

2i. There are frequent informal discussions 
with officials of the Department of Finance with regard 
to the economic and credit situation and the range of 
alternatives open to the Government in planning its 
debt management programme for some time ahead, as well 
as more specifically with regard to the timing, size 
and characteristics of the next offering. When new 
issues are being considered officials of the Bank and 
the Department of Finance have similar discussions with 
the Minister of Finance at which consideration is also 
given to views or suggestions which have been put 
forward private from time to time to the Bank of 
Canada or the Department of Finance by investment 
dealers, bankers, or investors. In due course the 
Bank is informed of the Government's decision, 
Arrangements in Connection with New Issues 

22. New offerings of market issues are made 
by the Bank of Canada on behalf of the Minister of 
Finance to investors through a network of intermediaries 
known as primary distributors. Only primary distributors 
may subseribe directly for market issues including 
treasury bilis. At the present time the group of 
primary distributors ineludes the eight chartered banks, 


the two Quebec savings banks and about 270 investment 
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dealers. New applicants are carefully investigated; 
they must have a proven record of active and continuous 
distribution of high-grade securities and be financially 
responsible. Head offices of the firms now in the group 
are located in all ten provinces and maximum geographical 
diversification is aimed at. There have been no 
instances of misappropriated funds or failure to deliver 
securities reported to the Bank of Canada by investors 
in connection with any new offering of Government of 
Canada securities in the post-war period, 

23. In connection with Canada Savings Bonds, 
the distributing group is enlarged to include trust and 
ican companies, caisses populaires, provincial savings 
offices and additional investment dealers. In both 
market and non-market financing, investment dealers are 
usually authorized to appoint sub-agents for whose 
actions the primary distributor is held fully responsiblel. 

ek, Each new issue involves the Bank of 
Canada in a considerable amount of administrative work. 
Eariy in the preparations a time~table is proposed to 
facilitate an appropriate selection of dates for the 
various announcements connected with the issue, the time 
and day of offering and of closing the subscription book, 
the delivery date, ete. Bonds are ordered from the 
two bank note companies and instructions given regarding 
the text to appear on the bonds and coupons. Preparations 
are made to mail material related to the offering and 
‘letters confirming the allotments. 
e5, In recent issues a brief announcement 


has been made by the Minister of Finance in which the 
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type and amount of borrowing are indicated two or three 
days before the detailed terms of the offering are 
disclosed. The text of this statement is sent by 
telegram to eligible primary distributors. 

26. The official offering telegram to primary 
distributors is necessarily a lengthy document, and the 
telegraph companies are notified a few hours ahead, 
under appropriate conditions of secrecy. Telegrams are 
scheduled wherever possible for simultaneous release 
across the country and the telegraph companies need to 
have enough messengers available to complete ail 
deliveries within fifteen minutes. The telegraph 
companies are not permitted to transmit the contents of 
wires to the addresses by telephone, 

27. In most recent bond issues about 60 per 
cent of the amount available for market absorption has 
been offered to primary distributors on a firm basis, 
and subscriptions have been invited for the remaining 40 
per cent. Subscriptions by any individual distributor 
have been limited to an amount of funds that is not 
greater than two times the amount of bonds that have been 
accepted on a firm basis. After the subscription books 
have been closed the bonds offered on a subscription basi 
and any offered on a firm basis and not accepted have 
been alloted pro rata to the primary distributors who 
have ata subscriptions. 

28. The descriptive material released for 
each new issue includes a prospectus describing the 
issue, an advertisement in daily newspapers across 


Canada, and various news releases that are sent out prior 
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to, at the time of, and after the completion of the 
offering. In addition, a memorandum of procedure and 
a large number of forms to facilitiate administration are 
sent by mail to primary distributors at the time 
offering. The Bank receives and tabulates acceptances 
of firm bonds and of subscriptions, calculates and 
notifies the allotments, receives the delivery instruct- 
ions and makes preparations for delivery of the bonds 
across the country. 

29. The primary distributor sends the Bank 
of Canada a report of the distribution of the bonds 
allotted to him and any purchased in the after-market, 
usually about five weeks after the date of offering. 
This information is recorded ‘and anaiysed to gain as 
much insight as possible into the nature of the 
distribution of the issue, investor interest, and the 
relative placing power of individual primary distributors 

30. The amount of bonds offered on a firm 
basis to a primary distributor is based on his ability 
to distribute such bonds to investors, as determined 
by his record of taking up firm offerings in past issues 
and the character of the distribution achieved. The 
allotment of firm bonds is one of the most difficult 
tasks which the Bank has in the debt management field; 
great efforts are made to assemble and analyse ali 
relevant information regarding distributive capacity 
and to allot firm bonds on an objective basis. 

31. One of the conditions to which primary 


distributors agree when subscribing for a new loan is the 
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price at which they will distribute the issue. To assist 
in orderly marketing, primary distributors may not sell 
new bonds to investors below the issue price until they 
have been advised that this price restriction no longer 
applies. In recent issues, this price restriction has 
been removed at the close of business on the day before 
delivery of the new bonds, so that it remained in force 
for about two weeks from the offering date. The price 
restriction may, however, be removed whenever conditions 
in the market indicate that it is no longer appropriate, 
and this may precede or follow the delivery date by one 
to two weeks. When a new issue has been weil placed and 
its price is firm at, or a little higher than, the issue 
price (and when prices on Government bonds generaliy, 
but particularly in the maturity area of the new issue, 
are firm) the removal of price restrictions would be 
warranted. On the other hand, when the price of a new 
issue is weak after the offering date it may be 
appropriate to retain the price restriction in order to 
prevent an early fall in the issue's price from hampering 
its successful placement; potential buyers may withhold 
purchases if they expect to be able soon to buy the bonds 
more cheaply. It should be noted that the price 
restriction applies only to offerings and sales to 
investors; it does not apply to transactions between 
primary distributors. 

32. The price restriction is, of course, only 
effective to the extent that it is observed. When the 
response to a new offering is uncertain or slow, primary 


distributors may become worried about their prospects 
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of placing the new bonds and may fear being caught with 
an inventory of slow-moving bonds in a falling market. 
If there is a strong incentive to circumvent the price 
restriction "over-trades" may develop. An over-trade 
occurs when a new issue is sold to an investor at the 
issue price in exchange for another issue for which the 
primary distributors pays more than the market price, 
Although the price restriction on the new issue is 
technically observed, the joss which the primary 
distributor absorbs on the issue purchased from the 
investor results in undercutting the price restriction. 
The primary distributor's commission is in effect 
reduced or eliminated. When over-trades begin, they 
tend to spread to more and more transactions and to 
grow in size under the pressure exerted by investors, 
particularly large investors. Over-trading often 
cintributes to disorderly markets and hampers 
distribution to investors. 

33. The effective placement of a new issue 
with investors may also be hampered if its price 
advances too strongly under the impact of speculative 
purchases. Some speculative activity is always present 
in the capital market and in moderation it can play a 
constructive role, but when it becomes excessive it 
can produce price distortions which impede the optimum 
flow of investible funds. For example, a "rider" may 
place an order for a new issue, the price of which is 
rising, and sell it before delivery date; ne would be 
taking a profit on the price increase without having to 


put up any capital, since he would not be required to pay 
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for the bonds until delivery date. The inflated, but 
short-lived, demand created by the riders may cause 

an unrealistic temporary price increase, followed by a 
rapid price drop when some riders unload their bonds in 
an attempt to realize their profits. Once the price 
begins to weaken, the effect may be accelerated by the 
anxiety of other riders to sell their bonds before all 
their potential profit disappears or their losses become 
too great. 

34. Orderly marketing of an offering of new 
bonds is important not only for the particular issue 
concerned but also for the reception which will be 
accorded future issues. Primary distributors and 
investors who have been involved in unfortunate develop- 
ments with one issue are apt to demand greater price 
concessions on, and may take a more speculative view of, 
the next issue. 

35. The Bank of Canada keeps in continuous 
close contact with the reception of a new issue. The price 
quotations on bonds may indicate whether excessive 
speculation or over-trading is developing, and information 
from primary distributors helps in interpreting price 
movements, in identifying the sources of demand, and 


in estimating the size of the inventories still to be 
distributed. 


Treasury Bill Auction Procedure 
36. Since 1953 auctions of Government of Canada 


treasury bills have been conducted once a week, normally 
on Thursday, by representatives of the Department of 


Finance, assisted by members of the staff of the Bank of 
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Canada. Before each auction a notice of call for 
tenders is distributed by the Bank of Canada, acting on 
behalf of the Minister of Finance, to a list of banks, 
investment dealers, institutions and other business 
organizations. The notice states the amounts and terms 
to maturity of the treasury bills to be auctioned, and 
the conditions under which the auction will be 
conducted. Recentiy the weekly issue has consisted of 
$95 million of 13-week bills and $25 million of 26-week 
bills. 

37. Sealed tenders may be submitted by banks 


and investment dealers included in the list of primary 


distributors and by the Bank of Canada, either by telegral 


or on special forms provided for the purpose. Corporatio 


non~bank financial institutions, individuals, and other 


Sy. 


purchasers must obtain their #equirements through the banks 


and dealers who participate in the tender. The sealed 
tenders are held by the Audit Department of the Bank of 
Canada for delivery to representatives of the Department 
of Finance, who open them at 12:00 noon on the day of the 
tender, 

38. The highest bidder is allotted the quantit 
of bills bid for at his price. Succeeding high bids also 
are allotted bills in full, and bids at the lowest 
successful price are allotted pro rata, 

39. The average prices and the average yields 
are computed for each maturity and the information is mad 
public at about 2:00 p.m. in a press release, which also 
gives the high and low accepted prices and equivalent 


yields, the date of the next auction and the amounts and 
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terms to maturity of the bills to be offered at that time 

~~ 40, Treasury bills won at tender are delivered 
on the following business day at any agency of the Bank o 
Canada in denominations of $1,000, $5,000, $25,000, 
$100,000 or $1,000,000. On auction day the successful 
bidfers are notified by telephone of the par value won 
by them and the amount payable; they have until 4:00 p.m. 
to inform the Bank of Canada regarding the denominations 
required and the agency or ageneies at which delivery wil 
be taken, Delivery must be taken by 3:00 p.m. on the day 
after the tender against payment by certified cheque, 
bank draft or clearing house séttlement. 
Canada Savings Bonds 

41, In acting as fiséal agent of the 

Government for the sale of Canada Savings Bonds, the Bank 
ef Canada is concerned with a variety of operations. 
Planning for an issue each Fall usually begins in Februa 
with discussions of sales targets for the campaign and 
analysis of the general economic and financial environment, 
Working closely with representatives of advertising 
agencies appointed by the Minister of Finance, the Bank 
helps in the development of an advertising budget and 
general copy theme. Ministerial approval is obtained 
for this theme and fdr the distribution of budgetted 
expenditures among shh various advertising media, and 
the Bank continues to meet with and advise the agencies 
as art work and copy are prepared fer use in the campaign 
Printing of the many administrative forms and pieces of 
advertising which are required for the campaign are 


arranged through the Queen's Printer. Close liaison is 


mit tedt te keretio od of acid eds. ro yehuntem ¢ 3 ares as 
stevilsb 1s uobtet ds mow siltd yuwseaoct | 0h semiont 
, Mas oct to yYonags yas te ysh aeonteud yatwellot wae 
. 000, aS% ,000,8$ ,.000.£8 to enoliantmoneb atedensd |, 
Lstesesovea odd yobh matteus m0 000,000, f¢ to 000,00L% |, 
sew exisy seq ent Io snosqelsd yd beliisen.ers siehbid 
fest 5 Ghia ceiek nil naiietanensdt aati: ait ined ati 
attoltaniaeveh old gatbusges shemed to AneG edi artotat ot 
fw wrevifebh dolaw de selecdtege to youegs edd bas boatuepent 
ah odd mo .m.q 0O:£ gd medied od Jaum yieyifsd .nenist od 
,evpets beliitues ed dasageqg vemterns sebaet odd tetts 
~itemelttes saved arizaslis to Jiewh aasd 

abied agetvs® shactso 

edd to Jnegs Isselt es grttes al 4 Lh. 

meG sat ,abseg agatvel sheas? to afea eit tel JnemmriovedD 
aneiisnege we. ytetisv ee ddiw beatsomes al sbenmsd to 
cide ok antged wilewas list dese exeat ag 10% gatansl? 
fos Malaqmes edd tol aedegusd cefae to anmoltaawsgth ddiw 
emsorivae Letotsalt bos ohmeneoes Iaetensg odd to ataglsas 
aflalizevbs lo sevideiuezerges diiw yloaelo aninioW 
nweG od .ootentd lo tetaimiM edt yd betatoggs selLenegs 
has tegbud gmtetinevis ms to dmemyoleveh edt at aqiled 

. betietde si isverggs IstretetatM .emedt yqoo La tenes | 
baiisgiud te aoléudizudsetb eat apt bas omedt atdd te%. i. 

fos ,stbem guteiivevbs asohtev ods acoms eetud Lhaeqzxe 
asloasgs of? satvbs bis drtw teem-ot ganmtinos aasd odd 
Sisqmes edi ak sey Ol bousgqerg ets yqoo brs altow dus |s 
te asoctq bag anol evitatseatcntimbks yasm ent te gabinted | 
sts cekaqmse eas tol bertsper ers doidw galelizevbs | 

al moaistl seol? .astatxd eataseup edt siguoids be; 


Nethercut & Young A156 


Toronto, Ontario 


maintained to ensure that deliveries of printed material 
are made at the times and in the locations required. 

In a number of instances secondary distribution of the 
material is made through the Bank's regional offices. 
The Bank provides supervision over all budgetary expend- 
itures through a budget control system. Ultimate 
authority for payment rests, of course, with the Treasur 
Board. 

42, For each series of Canada Savings Bonds, 
arrangements are made with the chartered banks and other 
selected financial institutions to provide the facilitie 
required for the issuance, sale, financing and redemptio 
of the bonds. The Bank normally formalizes these 
arrangements in late summer. Concurrent arrangements 
are also made with some 300 investment dealers and 
other representatives of the financial community 
authorizing them to act as sales agents and to appoint 
sub-agents as required, subject to prescribed conditions. 
Written agreements are obtained from issuing and sales 
agents, in which they undertake to adhere to procedures 
outlined in various memoranda of information and 
instructions. 

43, In each Canada Savings Bond campaign 
considerable emphasis has been placed on the sale of 
bonds through payroll deduction. These sales normally 
provide about one-fifth or gross sales in dollars and 
about one-half in number. To assist employers who are 
willing to provide their employees with payroll purchase 
facilities, the Bank of Canada is authorized by the 


Minister of Finance to create a Payroll Savings 
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Organization. This organization, comprising about 125 
organizers grouped in 5 geographic regions, is reconstitut 
ed annually and staffed by personnel supplied for varying 
periods by investment dealers. Central direction is 
provided by the Bank of Canada. Preliminary planning 
commences in the Spring and, working with the Regional 
Directors, the Bank provides the necessary statistical 
services, supervises the appointment of personnel, 
maintains up-to-date lists of firms to be covered, 
arranges for delivery of material and provides temporary 
office space and staff as required. During the 

campaign period, which runs for about 6 to 8 weeks, close 
personal liaison in the field is maintained by officers 
of the Bank who remain in touch with all phases of the 
operation, The Bank maintains budgetary control over 

the organization and recommends to the Minister the basis 
of remuneration to be paid to the investment dealers 
supplying personnel. 

44, During the general campaign period, 
regional offices of the Bank act as clearing houses for 
sales progress reports from individual issuing agents. 
The regional reports are analyzed by the Bank in Ottawa 
in a continuous appraisal of the effectiveness of 
promotional activity. The tabulation of these results 
forms the basis of campaign press releases. These 
and other publicity releases are channelled to the 
various news media through news liaison officers retained 
by the Bank for the campaign period. Under Bank 
supervision these officers also provide public relations 


support to the Pryroll Savings Organization and to sales 
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agents in numerous ways adapted to prevailing local 
conditions. 

45. Printing of the large quantity of bonds 
required for a Canada Savings Bond issue is arranged by 
the Bank. As bonds become available they are distributed 
to the various Bank of Canada regional offices and throu 
them to issuing agents. Fully registered bonds, that is, 
bonds registered as to prineipal and interest, are 
requisitioned from the regional offices by the issuing 
agents and registration is completed by these offices. 
Coupon bonds, which are registered only as to principal, 
are issued directly by issuing agents. During the 
campaign Bank of Canada regional offices receive 
settlements daily from issuing agents covering saies 
made to that date and deposit these to the credit of the 
Government. The Bank of Canada maintains the record of 
registrations in Ottawa. 

46. Registration cards are prepared by the 
issuing agents in the case of coupon bonds and by Bank of 
Canada regional offices in the case of fully registered 
bonds. From them the Bank is able to check against 
violations of eligibility provisions and of the limit on 
total holdings of the issue by any one investor . These 
records also facilitate analysis of early redemptions of 
each new issue and verification of the bona shoe of such 
transactions if this seems warranted. Commission 
payments due to sales agents are compiled by the Bank at 
Ottawa and payments made as necessary. A few months 
following each campaign period the Bank through its 


Audit Department undertakes spot audits of the issuing 
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agent's transactions to ensure that proper issue 
procedures have been followed and that the interests of 
the Government as borrower have been protected. 

47, The Bank issues cheques annually for 
interest on fully registered Canada Savings Bonds. 

Coupon interest is paid by issuing agents but redeemed 
coupons are cleared through the Bank's regional 
offices for accounting and auditing. Redemption fees 
on redeemed bonds are calculated by the Bank and 
settlements made periodically to issuing agents. The 
Bank also verifies the authenticity of redeemed bonds. 
Delivery Arrangements for New Market Issues 

48, Delivery of definitive bonds in either 
coupon or fully registered form is usually made within 
two to three weeks from the day that the bonds are first 
offered. Delivery of new bonds is normally made at the 
regional office of the Bank of Canada nearest the 
dealer's or bank's main office. However, a dealer or 
bank may take delivery at any regional office of the 
Bank by instructing the Bank on the delivery instruction 
form. 

49, The Bank of Canada will also forward bonds 
by mail to primary distributors at any point in Canada 
except within the metropolitan area of any regional 
office. Where bonds are forwarded by mail by the nearest 
regional office of the Bank, arrangements for payment on 
the delivery date must be made with that office not later 
than two days prior to the delivery date. 

50. Where fully registered bonds are desired, 


the Bank of Canada makes every effort to deliver them at 
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the same time as coupon bonds, provided that registration 
instructions are made to the Bank not later than about 
one week prior to delivery. Payment is received when 

the bonds are delivered. 

Transfers and Transmissions 

51. The transfer of a bearer bond involves no 
records or signing procedures as this bond is deemed to 
be negotiable in the hands of the holder. When a bond is 
registered, however, an instrument of transfer must be 
prepared and signed by the registered owner or his 
personal representative. When the registered owner is 
a corporation, the instrument of transfer must be 
Signed by the corporation's duly authorized officers and 
the corporation's seal must be affixed, where required. 

52. The Bank of Canada is not required to 
give effect to an instrument of transfer unless the 
Signature on the instrument is guaranteed by a chartered 
bank or a Quebec savings bank or a financial institution 
authorized to do so by the Bank. The Bank of Canada 
in authorizing a financial institution to guarantee 
signatures for this purpose may limit the amount of bonds 
that can be transferred in any one transaction. 

53, When the registered owner of a bond has 
died, the Bank of Canada can, upon receipt of certain 
documents, give effect to the transmission of the 
ownership of the bond to a person specified in the 
documents. The required documents will usually include 
an authenticated or notarial copy of the probate of the 
will of the deceased owner, or of letters of administratio 


of his estate granted by court. When the required 
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documents have been received by the Bank of Canada, the 
bonds to which they relate can be transferred upon 
completion of an instrument of transfer. 

54. Since October 1953 the Bank of Canada has 
made it possible for any primary distributor to transfer 
treasury bills from one Bank of Ganada regionai office 
to any other for delivery the same day, without charge, 
provided the bills are lodged before: 1:00 poem. Eastern 

tandard Time. This means that a bill can be sold by 
an investment dealer in, say, Halifax, to a purchaser in, 
say, Vancouver, with a minimum of time required to make 
delivery. 

55. In November 1954 these "wire transfer" 
arrangements were extended to Government of Canada bonds 
having a term to maturity not exceeding three years 
(i.¢., money market securities) as well as Government of 
Canada bonds which had been called for redemption. A 
further extension of the arrangements was made in Aprid 
1960 to inelude ali Government of Canada direct and 
guaranteed bonds provided that in the case of maturities 
exceeding three years the minimum amount to be 
transferred is $50,000 in any one issue. Registered 
bonds were also made acceptable for wire transfer, 
provided that the signatures and authority to sign were 
guaranteed by a chartered bank. 


Securities, Transactions for Government Accounts and 
Crown Organizations 


56. The Bank of Canada may execute securities 
transactions as agent for, and on instructions from, Crewn 


corporations and agencies and for Government investment 
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accounts such as the Securities Investment Account and 
the Purchase Fund. 

57. The Securities Investment Account was use 
fairly extensively during the war and immediate post-war 
years to purchase and sell Government of Canada bonds 
with a view to stabilizing their prices. It has also bee 
employed to invest temporary excess cash baiances of the 
Government of Canada although this has become less 
important with the intreduction by the chartered banks 
of interest payments on Government of Canada cash 
balances over a certain minimum amount. From time to t 
it has purchased Government securities of nearby wnaturit 
for debt management purposes. 

58. In the June 1961 budget the Minister of 
Finance announced the establishment of a Purchase Fund 
to provide for the orderly retirement of government debt 
and at the same time contribute to the stability of the 
longer term bond market. To March 31, 1962, cancellation 
of securities held by the Purchase Fund amounted to 
$166 million in par value. 

59. In each securities transaction executed 
on behalf of Crown organizations or Government accounts 
the Bank of Canada states that the purchase or sale 
is for an account, and the subsequent contract shows 
that the Bank of Canada has acted as an agent rather’ than 


on its own behaif. 
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‘May 31, 1962. 
V. THE ROLE OF THE BANK OF CANADA 
IN FOREIGN EXCHANGE 
A. Introduction 
1. Since 1939 the direct responsiblity for 
Canada's foreign exchange policy has, under various Acts 
of Parliament, (The Foreign Exchange Control Order of 
1939 under the War Measures Act, the Bretton Woods 
Agreement Act, 1945, the Foreign Exchange Control Act, 
i945, and the Currency, Mint and Exchange Fund Act, 1952) 
been vested in the Government of Canada. The Bank of 
Canada Act gives the Bank power to buy and sell gold, 
Siiver and foreign exchange, to maintain deposits with 
other central banks and to act as agent and depository 
for central banks and international institutions, but 
the Bank's holdings of, and dealings in, gold and foreign 
exchange for its own account are small. However, the 
Bank carries out substantial foreign exchange transaction 
as fiscal agent for the Government and provides the 
Government with information and advice on foreign exchang 
matters. For these reasons it has seemed desirable to 
include a submission on foreign exchange in the Bank's 
evidence before the Commission, This submission 
discusses some general considerations relating to foreign 
exchange and describes the Bank of Canada's operations 
for the Government and its foreign clients. Appendix 
I describes briefly the International Monetary Fund, and 
Appendix II the foreign exchange market in Canada. 
2, In the period between the opening of the 


Bank in 1935 and the imposition of foreign exchange 
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control on the outbreak of the war in 1939 the Bank 
carried some direct responsibility for foreign exchange 
policy. During that period the Canadian exchange rate 
was not fixed. The Bank held Canada's official goid 
reserves (The Bank of Canada Act of 1934 provided that 
the gold held by the Minister of Finance for the 
redemption of Dominion notes and the goid held by the 
chartered banks should be transferred to the Bank of 
Canada. The Act aiso provided that Bank of Canada notes 
should be redeemable in goid and that a gold reserve of 
at least 25 per cent be maintained against the Bank's 
outstanding note and deposit liabilities. The gold 
redemption requirement has neen suspended each year since 
1934 by order-in-council under Section 22 of the Bank of 
Canada Act. The gold reserve requirement was withdrawn 
in 1940 by the Exchange Fund Order, and this withdrawal 
was continued by subsequent legislation =-- since 1952 by 
the Currency, Mint and Exchange Fund Act -- subject to 
reimposition by order~in-council.) and such stabilizing 
operations in the foreign exchange market as were deemed 
necessary were conducted by the Bank for its own account. 
The Exchange Fund Act of 1935 made provision for the 
setting up of a Fund to be used by the Minister of 
Finance to influence the foreign exchange rate, but this 
power was not invoked until the beginning of the War when 
the Government imposed foreign exchange control by 
order~in-council under the War Measures Act, fixed the 
buying rate for United States dollars at 110 cents 
Canada (i.e. at a rate of one Canadian dollar equailing 


90.9 United States cents), and empowered the newly~ 
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constituted Foreign Exchange Control Board subject to 
instructions from the Minister of Finance, to use the 
Exchange Fund Account in maintaining the fixed buying 
and selling rates for foreign exchange. In 1940 an 
order-in-council required that the gold held by the Bank 
of Canada be transferred to the Exchange Fund, which 
also acquired other foreign exchange assets held by 
Canadian residents. The fixed exchange rate system was 
suspended in October, 1950, and a floating exchange rate 
system established, The previous authority for the 
Exchange Fund Account was replaced in October 1952 

by the Currency, Mint and Exchange Fund Act under which 
the Exchange Fund Account was continued as a special 
account in the name of the Minister of Finance. In May 
1962, the Government reverted to a fixed exchange rate, 
and under the authority of the Bretton Woods Agreement 
Act established with the International Monetary Fund a 
par value for the Canadian dollar of 924 United 

States cents, 

3. The preambie of the Bank of Canada Act 
provides that one of the purposes of the central bank is 
to "control and protect the external value of the national 
monetary unit", and in its monetary management the Bank 
must, of course, take avcount at all times of the foreign 
exchange situation, and the need to maintain a sound 
externai financial position. However, as stated above, 
since 1939 the direct responsibiiity for foreign exchange 
policy has been assumed by the Government and decisions 
regarding the determination of the exchange rate and 


the conduct of official foreign exchange operations 


| 0BTA 
‘ : 7 
an } 


ot toetdve Brsof Lowinod egnadoxd sete) w be: 


en} sav of (sousmtt Yo TedatalMeent mort 4 ate ro. 


7 = 
- 


goltywid Sextt sft gutoietrism mt tmyroooA bawT sgn 
as OLCL oX .egetedoxe mgtetot tot ketar =e 
Nasi sit yd bled blog weed gsdt bertupses Lltornroo-nt~+ 


dotew bom sgredosxd eid oF beiretensit ed Siemptadis | 


a 


vd bien eateess egnenioxe agtetot iedto bextupps cals he 
sau mevays sist sgnedoxs bextt edT .atneblaet metbhsnsd 
sisi egisdexe goitseolt s bas .0eeL ,1asdoto0 ni bebneqaue |. 
edd tol yIiredinse avoiveiq sit .berdatidsias metayea 
Seer asdossO mi Heosiqs2 aesw tnyoooA bat egnsdoxd |, : 
c2igw tebay 324 Baw egasdoxd bre IniM .yorneri) sit yd | Kg 
Jsitoege 8 385 beyaidnoo saw tavocoA Drvd epmsisxd sit es 
YB al .sonsat® to ssdetail edd to sman ent ot gnvosos | 
SIS SOMaMoKS bext? $ oc Bstrevet toemrieved edit ,Sder | iz 
jnamesitsA ahooW modverd sid Ye ysiuonties edd tebe bes i» 
8s Bind yustenom isnolisnrstat ait d¢iw henfetfdstes doa 

beatin €90 to telfeb askisasD ens to? splsv 18g [- 

-atiso astaté | 

toA sbented to Musa sft to sidmusstg sHT .& |. 

al Ansd isitnes edt to senoeg¢esq sid to sro tends asbivorg , 
sioltsn ess Yo evisv ismmetzs sit gostotd bas Lortaoo ot i. 
xosh eft tasmegsnem wisdenom efi AL bas "tiny ~ratsnom | 

igieiok edy to sents ffs ts tasoees sist .Sauty0es Iowan ' 
Engoe 8 ofstabsnt ov heen edt base .nottsuste sgasioxs i 
.8vocs betste as .tevewoH .aofdisoq Lstonsntt wsaredxe 
cgnsnicxs. agisi02 tot ytiiidbencgest doentb edt QFOL sonta | 
enolelosh bas snomrsvop oft qd Bemveas meed sad yokiog | 
bus sdsi agreadoxe edt to moldantaisdeb erly gnibisgst 


antottsisqo ia eet pkorige Rabe X22 tip POURRA 
: a ie erates 


i a 


Nethercut dé Young A167 


Toronto, Ontario 


are Government decisions. Foreign exchange operations 

in support of the Government's foreign exchange policy 

are carried out by the Exchange Fund Account with the 
Bank of Canada carrying out buying and selling transaction 
in foreign exchange on its behalf on instructions from 


the Minister of Finance. 
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B. Some General Considerations Relating to Foreign 
Exchange 

4. Canadians engage in international trade 
on a very large scale; over one-fifth of all the goods 
and services produced in Canada are sold abroad and about 
the same proportion of all the goods and services used by 
Ganadians originate outside our borders. In addition, 
Canadians engage in extensive international transactions 
in a wide variety of financial obligations, such ais 
bonds and stocks, and in titles to property. Virtually 
all of Canada's international trarisactions are affected 
by the rate at which Canadian currency and foreign 
currency can be exchanged in the foreign exchange market 
for this rate is the link between prices in Canada and 
prices abroad. These international flows of goods and 
services and of capitai are so iarge that they have 
important effects on almost every aspect of Canadian 
economic life, and the foreign exchange rate is almost 
certainly the most important single price in Canada. 

5. Canada's foreign exchange rate at any 
particular time is that established in the foreign 
exchange market, which is open through the medium of 
the banking system to anyone who wants to exchange 
Canadian doliars for foreign currencies or vice versa. 
Daring the decade of the 1950's this rate moved as 
required to maintain the balance of demand and supply wit 
official intervention of the Government's Exchange Fund 
Account limited to moderating short-run fluctuations. 
Since May 2, 1962, the Government has undertaken, in 


accordance with the provisions of the International 
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Monetary Fund, to keep the exchange rate of the Canadian 
dollar within 1 per cent on either side of the par value 
of 923 United StSten cents, and the Exchange Fund 

buys or selis foreign currency in the market in such 
volume as may be necessary for this purpose. 

6, There are many underlying factors which 
can give rise to changes in the demand for and the supply 
of foreign exchange. One important factor is the general 
trend of prices in Canada relative to prices in other 
countries, especially in prices of goods and services 
that are or ean be traded internationally, since a change 
in relative prices will tend to alter the balance 
between exports and imports of goods and services and the 
related supply of and demand for foreign exchange. The 
trend of Canadian production, income and demand for 
gocds and services relative to that in other countries is 
another important factor; the level of Canadian imports 
of goods and services is sensitive to short-run changes 
in the level of total income in Canada, while the level 
of exports is sensitive to changes in the level of total 
income in the countries to whom we export. Changes in 
the composition of demand in Canada or abroad, e.g., in 
the strength of capital investment demand or in consumer 
tastes and customs, can aiso cause changes in the level o 
imports or exports. Changes in credit conditions in 
Canada relative to those abroad, especially in the United 
States, can give rise to substantial shifts in the 
international trade in portfolio securities and in similap 
capital movements. Changes in business organization and 


inter-company relationships, in taxation and tariffs, an 
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in terms of access to foreign markets can also give rise 
to changes in the international flow of both goods and 
capital. 

7. The range of Government action that may 
affect our foreign exchange position is a wide one. The 
most apparent is direct intervention in the foreign 
exchange market in such volume as may be necessary to 
maintain the exchange rate within fixed limits, but in 
the longer run direct intervention by the Government in 
the exchange market is not the principal means available 
for affecting the foreign exchange situation. Over a 
period of time it is necessary to combine various public 
economic policies in such a way that the underlying 
factors influencing the demand for and the supply of 
foreign exchange will cause the rate to remain within 
the fixed limits without large and sustained official 
intervention in the exchange market in one direction. 
Direct intervention is primarily a means of dealing with 
temporary disturbances or providing time for other 
policies to have their effects. The principal arms 
of public financial policy -~- fiscal policy, monetary 
policy and debt management policy -- can play an 
important role. Each of them can seek to influence the 
level and character of spending and international 
capital movements in a manner which is compatibie with 
a stable foreign exchange position. In addition, many 
Government policies that are not basically financial in 
character can be important in this connection because 
they can have important effects on the international 


flow of trade and capital. 
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8. Different combinations of public economic 
policies have different effects on the size of the 
Surplus or deficit on current international transactions 
in goods and services and the size of the net inflow 
or outflow of capital. The balances on current account 
and cn capital account must be approximately offsetting 
if the requirements of over-ali balance are to be met, 
but other aspects of the performance of the economy are 
much affected by the size of the surplus or defisit on 
current account and the corresponding magnitude of 
capital flows. Consideration of these other aspects 
may thus influence the particular combination of public 


economic policies that is preferred, 
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CG. Bank of Canada Operations in Foreign Exchange 


9. The Bank of Canada engages in few trans- 


actions in foreign exchange for its own account. Most 

of the transactions put through the inter-bank market by 
the Bank of Canada's foreign exchange traders are for 
clients, particularly the Exchange Fund Account. All 
official foreign exchange transactions specifically 
directed at influencing conditions in the foreign exchang 
market are done for the Exchange Fund Account, which 
holds the great bulk of the official holdings of gold 
and United States dollars. (The official holdings of 
United States dollars also include the small net holdings 
of the Bank of Canada and the working balances of the 
Minister of Finance.) The Exchange Fund is prepared to 
buy or sell exchange in the amounts necessary to keep the 
rate of exchange within one per cent of the declared par 
value. 

10. To buy foreign exchange the Exchange Fund 
needs Canadian dollars and these are provided by advances 
from the Consolidated Revenue Fund made under the 
provision of the Currency, Mint and Exchange Fund Act of 
i952. Exchange Fund operations can therefore have a 
considerable effect on the financial position of the 
Government. If reserves are being accumulated, they must 
be financed by use of the Government's Canadian dollar 
cash balances and this may involve additional borrowing. 
When the Exchange Fund is selling foreign exchange and 
repaying advances, the Government's Canadian dollar 
cash position is improved, These advances or repayments 


of Canadian dollars naturally have a bearing on domestic 


epee Si iets | 
~-enstd wet at aogegae anannt?r0: sinsa ect Soyer : | 


. iy 
é 


deoM ,dnvooos awo atk tot esyasdoxe agietot at anott < g 
yd telaom ansd-retal ont dgvotds tuq enottosansid edd ro Jy 
toi ars ersbsit egiistoxe materot eat sbansd to ainea ont i 
If A .dmwoooA bapi earnsdoxd oft ylrsivotirsg ssnento |. 
vifsoltieeqa amoltiosansid sgnstioxe mgiseiot Istottro | 
3nedSxe agterot oft mt anolsibaoo gntoneultnt ts betootlb 
dolAw ,dawoooA boat egnsdoxd sdd tot értob ete sowrsn 
bfom to anntbfod fabortto edd to Mind dsers edd ebLfod 
te egatblod Letortto edT) atsllob estsd@ betinv bas 
auntbLod gen [fLeme end ebulont oals eislilob seissa betiav I< : 
eid to asonelad acitdew odt bras shes to waned ot to | 
ot boweqexg al bow ennasdoxt off (.90ment to tetetaiM \ 
ot qoexw od yusessson atryvoms odd ot garisloxe {fea to yud lar 
rsq Ssteiosh edt to tne teq ono mid¢iw egnsedoxe to stat 
| - OU LSV | 

bowt enascoxd edd sanedoxe naterol yed of .OL | 
reorsvbs vd bebivetq exe eeedt bas arsifob nstbsnsd absert 
eit sebnau ebam bawd euneved hetsbiLoamod edt mort 
to toA Daw exnsdoxE bas tatM .yonetawd sit Io moLelvorg I, 
Ss ovsd stoterodt meso astoltereqo bast egnscoxR .Se@er lee 
sd to noldteog Istonsntt edd mo tostts el{dsrebLlanco \. 
Saun yadd .betdsiumaveos gnted sis asyteaet ML .dmemrrevon 1, 
telleb asibsasd ae'stnemnveved sat to gay ¥d beonantt od le 
-gutworrod Isnoitibbs eviovai yam aids bas asonsisd dass \ 
bas santetoxs setevot gnififse ef baw exnsdoxd sit nedwW | 
tsfiob meftbsnsd a'inemaxeved edd .ssonsvbs satysqet i 
aimemysqes to esonsvbs sesdT .bevotaqamt at notttaog — | 


otsgemob no gnitssd s even ylleisten atellob astbens® 
‘ - ‘- y oe 


Nethercut é Young A173 


Toronto, Ontaric 


credit conditions and on fiscal, monetary and debt 
management policies, 
IIT. The latest published balance sheet of the 
Exchange Fund at December 31, 1961 may be summarized as 
follows: 
ASSETS 
Millions of 


Canadian Dollars 
Short-term United States Government 


Securities 1,104 
Gold 987 
United States Dollar Deposits 25 
Canadian Dollar Deposits 1 
Revaluation (Deficit) Account 46 
Total Assets 2,163 
Advances outstanding 25130 


Earnings on Investment in 1961 not yet 
transferred to Consolidated Revenue Fund 35 


Total Liabilities 2,163 


[SSS SSS 


i2. The Bank cf Canada manages the Exchange 
Fund's portfolio of United States Government Treasury 
Bilis and other short-term securities and makes changes 
therein which are consistent with the Fund's changing 
need for liquidity and with the desire for earnings. 
Interest earnings from the portfolio augment the foreign 
currency holdings of the Exchange Fund. After the end 
of each year their Canadian dollar equivalent is paid to 
the Government and recorded as budgetary revenue. The 
Revaluation (Deficit) Account as shown above reflected 


mainiy the revaluation of foreign currency assets into 
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Canadian dollars at the current rates of exchange. With 
the Exchange Fund's holdings of gold and foreign xchange 
valued at the par value established in May 1962, the 
Revaluation Account shows a surplus. 

13. The Bank of Canada acts as a depository 
for the gold owned by the Exchange Fund and also accepts 
deposits of gold for safekeeping from central banks 
and international institutions. As depository, the Bank 
makes arrangements for physical shipment of gold or the 
transfer of its ownership from one earmarked acecunt to 
another. The Bank of Canada buys and sells gold for the 
Exchange Fund including newly mined gold acquired from th 
Royal Canadian Mint. In marketing gold it is the practic 
to sell only to foreign central banks, foreign 
governments and international institutions such as the 
International Monetary Fund and the Bank for Internationa 
Settlements. A small quantity of the gold owned by the 
Exchange Fund is held in safekeeping outside Canada to 
facilitate deliveries to buyers. 

14, The Bank is permitted by the Bank of Canad 
Act to open accounts in a central bank in any country. 
Such accounts are, of course, needed to conduct the 
Bank's foreign exchange transactions. Since the bulk of 
the dealings in the Canadian exchange market are in Unite 
States dellars and sterling, the two most important 
accounts carried by the Bank abroad are those with the 
Federal Reserve Bank of New York and the Bank of England. 
Through these accounts pass the market transactions 
of the Bank in United States dollars and sterling as 


well as transactions in these currencies for various 
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government departments and other customers of the Bank. 

In addition the Bank maintains accounts with central banks 
in a number of other countries. These accounts enable 

the Bank to make payments by cable and to issue drafts 

in the appropriate foreign currencies as required by 
government departments. The heaviest requirements are 
those of the Departments of Finance and National Defence 
but the needs of the Post Office and Department of Trade 
and Commerce and External Affairs, though smaller in 
individual amounts, are numerous and diverse. The 
foreign currencies to supply these accounts are sometimes 
obtained in the local inter-bank market and sometimes 

in New York or London, but it is usually more advantageous 
as well as more expeditious to buy foreign currencies fro 
the central banks concerned in exchange for Canadian 
doliars or United States dollars. 

15. The Bank of Canada Act authorizes the Bank 
to act as agent, depository or correspondent for other 
centrai banks and certain international institutions. 
Deposit accounts denominated in Canadian dollars are 
maintained at the Bank of Canada by more than twenty 
central banks, the Bank for International Settlements, 
the International Monetary Fund and the International Ban 
for Reconstruction and Development. In connection with 
these deposits the Bank provides its clients with the 
usual services of receiving cash, cheques, coupons and 
other items for clearance of collection and credit to 
the depositor's account and making payments in respect of 
drafts and under instructions received by cable or mail. 


The Bank has no facilities for effecting collections of 
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documentary or other commercial bilis of exchange and 
central banks which conduct commercial business route 
thelr commercial transactions through Canadian chartered 
banks. The Bank is not permitted by the Bank of Canada 
Act to pay interest on deposits. Some central bank 
depositors give standing instructions to employ their 
balances in excess of a certain amount in treasury bills; 
others give instructions from time to time to purchase 
(or dispose of) treasury bills for their account and 
Sometimes to tender for new bills at the weekly offering. 

16, The United States dollar deposit accounts 
maintained with the Bank of Canada by its overseas 
customers are few in number and not very active. Several 
are primarily funds left on deposit with the Bank to 
compensate for services rendered by the Bank in the 
storage of gold. A more active United States dollar 
account is kept for the Minister of Finance. The funds 
which pass through this account are derived from large 
payments received by the Government from various sources 
and from purchases made in the Canadian market. In 
addition, the gold bought by the Exchange Fund from the 
Mint is paid for with United States funds which are 
eredited to this account. The account is used to keep 
the Minister’s various operating accounts in New York in 
funds and on occasion for direct payment by telegraphic 
transfer. An account denominated in sterling is also 
carried in the name of the Minister. 

17. The Bank assemblies current information 
on the market quotations for the monetary units of 


different countries and territories and acts as a general 
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source of foreign exchange information for all government 
departments and agencies. The Canadian dollar price 
which the Minister of Finance pays for the Canadian- 
produced gold is based on the weekly average of noon 
rates on the United States dollar reported to him by the 
Bank of Canada. 

18. The Bank's Statement of Asséts and 
Liabilities, published for each Wednesday and each 
month-end, shows foreign exchange items under various 
headings. On the liability side item 5 "Liabilities 
payabie in pounds sterling, U.S.A. dollars and other 
foreign currencies" needs little explanation. It gives 
the Canadian doliar equivalent of the total foreign 
currency balances held on deposit by the Bank for its 
customers. The total is broken down into (a) "Government 
of Canada” (i.e. the United States dollar working balance 
of the Exchange Fund and the various foreign currency 
accounts of the Minister of Finance) and (b) "Others" 
(1.e. foreign currency accounts, principally United 
States dollars, of foreign central banks and governments 
and international institutions). On the asset side 
item 2 "Foreign exchange" represents the Canadian dollar 
equivalent of the foreign currency held on deposit in 
the name of the Bank by the Bank's various banking 
correspondents abroad. It is broken down into (a) 
"Pounds sterling and U.S.A. dollars" and (b) "Other 
currencies", This figure includes only cash balances. 
Foreign currencies owned by the Bank of Canada which have 
been temporarily invested and are held by the 


correspondents in the form of short-term securities 
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appear in item 6(f) "Other securities" under the head 
of "investments". By adding together the two items on 
the asset side and deducting the item on the liability 
Side the Canadian dollar equivalent of the net foreign 
exchange holdings of the Bank for its own account can 
readily be ascertained. On May 31, 1962 the Bank's nét 


foreign exchange holdings were $11.2 million. 
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APPENDIX I 
THE INTERNATIONAL MONETARY FUND 
19. The International Monetary Fund came into 
being in December 1945 following the 1944 Bretton Woods 

United National Monetary and Financial Conference where 

its Articles of Agreement were drawn up. It is one of a 

number of institutions which were established to promote 

international cooperation in particular fields. Its 
purposes are: 

(1) "To promote international monetary 
co-operation through a permanent institution 
which provides the machinery for consultation 
and collaboration on international monetary 
problems. 

(ii) To facilitate the expansion and balanced 
growth of international trade, and to 
contribute thereby to the promotion and 
maintenance of high ievelis of employment 
and real income and to the development of 
the productive resources of ali members as 
primary objectives of economic policy. 

(ii4) To promote exchange stability, to maintain 
orderly exchange arrangements among members, 
and to avoid competitive exchange depreciation. 

(iv) To assist in the establishment of a 
multilaterial system of payments in respect 
of current transactions between members 
and in the elimination of foreign exchange 


restrictions which hamper the growth of 


world trade. 
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To give confidence to members by making the 
Fund's resources available to them under 
adequate safeguards, thus providing them 
with opportunity to correct maladjustment 
in their balance of payments without 
resorting to measures destructive of 
national or international prosperity. 

(vi) In accordance with the above, to shorten 

the duration and lessen the degree of | 

disequilibrium in the international 

balances of payments of members." 

20. The main authority of the Fund is lodged 
in the Board of Governors who meet once a year. Each 
country appoints a Governor. The Governors have delegate 
many of their powers to Ligapkuaeden member Executive 
Board. Five directors are appointed by the countries 
which have paid the largest subscriptions and the others 
are elected by the other member countries. Canada has ha 
a director on the Executive Board since the inception of 
the Fund. The administrative staff of the Fund is headed 
by a Managing Director. 

21. The functions of the International Monetar 
Fund may be summarized under three headings -- the 
maintenance of exchange stability, the avoidance of 
impediments to trade resulting from currency restrictions 
or discrimination and the provision of short-term 
assistance to members experiencing temporary balance of 
payments difficulties. 

22, Members of the International Monetary Fund 


are obligated under Article IV to declare par values for 
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their currencies expressed in terms of gold as a common 
denominator or in terms of United States dollars of the 
weight and finances in effect on July 1, 1944, and to 
maintain their exchange rates within one per cent on 
either side of this par value. Changes in par values 
may be made only after consultation with the Fund, and 
to correct a fundamental disequilibrium. The initial 
declared par value for the Canadian dollar established 
on December 18, 1946, was 100 United States cents per 
doliar. In September 1949 following the devaluation of 
sterling the Canadian dollar was fixed at 90.9 United 
States cents per dollar and remained there until 
September 1950. At that time Canada suspended the fixed 
rate system and allowed the Canadian dollar to find its 
own level in the exchange market. The Fund's Executive 
Board decision concerning this matter stated that it 
recognized "the exigencies of the situation which have 
led Canada to the proposed plan and takes note of the 
intention of the Canadian Government to remain in 
consultation with the Fund and to re-establish an 
effective par value as soon as circumstances warrant." 
In May 1962 a par value of 923 United States cents per 
Canadian dollar was established. At the time of this 
action the International Monetary Fund stated that “the 
step thus taken by the Canadian authorities represents 
the return to a fixed par value system by Canada and 
this is warmly welcomed by the Fund". 

23. Members of the Fund are obliged by 
Article VIII not to impose restrictions on current 


payments without the approval of the Fund,and to avoid 
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discriminatory currency practices. However, it was 
recognized when the Articles of Agreement were drafted 
that many countries would not be able to abaondon war-ti 
restrictions at once, and Article XIV of the Agreement 
authorized members to maintain and adapt exchange 
restrictions, without prior approval of the Fund, during 
a transitional period of indeterminate length. Members 
ee Net OPO under Article XIV were, however, required to 
consult annually with the Fund concerning the maintenanc 
of such restrictions. Before 1961 only ten countries, 
ail of them in the Western Hemisphere (including Canada 
since March 1952), fully accepted the obligations of 
convertibility and non-discrimination embodied in 
Article VIII. In 1961 ten more countries (of which 
nine were Western European), which had previously 
availed themselves of the provisions of Article XIV, 
accepted the obligations of Article VIII. This importan 
action formally recognized the restoration of. convert- 
ibility of the world's major currencies and underlined 
the progress which had been made in restoring balance in 
the international payments system. The Fund expressed 
a desire to continue the procedure of annual 
consultations which had been found useful in relation 
to the Article XIV countries, and in response to this 
initiative countries adhering to Article VIII agreed to 
have voluntary annual consultations with the Fund. The 
first such consultation between the Fund and Canada took 
place in February 1962. 

ou, One of the most important and best known 


aspects of the Fund's operations is the provision of 
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financial assistance to members experiencing temporary 
balance of payments disequilibrium. Assistance may 

take the form either of a drawing, repayable within thre 
to five years, which immediately provides additional 
foreign exchange to a member, or a "stand-by" arrangemen 
assuring a member the right to draw a predetermined amounit 
of foreign exchange any time within a 12-month period. 
Total drawings by members had exceeded the equivalent of 
U.S. $64 billion. Members borrowing from 

the Fund draw resources from the pool which members have 
contributed, and it is the practice to draw those 
currencies which are convertible and relatively strong. 
The amount of the contributions and the drawing rights 

of each member are determined by the size of the quota. 
Canada's original quota was U.S. $300 million; it was 
raised to U.S. $550 million in 1959 when a major increase 
was made in the Fund's resources. It amounts to 3.7 

per cent of the total quotas of U.S. $15,057 million of 
the 76 members of the Fund as of April 30, 1962. In 
accordance with the standard practice, Canada's 
subscription, equal to its quota, was paid in gold to 

the extent of 25 per cent and in the form of non-interest 
bearing demand notes of the Government of Canada to the 
extent of 75 per cent. 

25. When a member obtains financial assistance 
from the Fund by drawing foreign exchange it pays for it 
with its own currency. A drawing which would increase 
the Fund's holdings of the borrower's currency to 100 per 


cent of quota is viewed as borrowing back the gold 
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originally subscribed and members are given "the over- 
wheiming benefit of the doubt" in requests for drawings 
within this so-called “gold tranche". ‘The Fund takes 

"a liberal attitude” toward drawings in the "first credit 
tranche", i.e. drawings which increase the Fund's 
currency holdings of the member above 100 per cent but 
not above 125 per cent of quota. Drawings beyond this 
point require "substantial justification". Article 

V places a maximum of 200 per cent on the Fund's holdings 
of a member's currency, but this could be "waived" by 

the Board. 

26. Canada has not borrowed from the Fund, 
but Canao’.. dollars have been drawn on three c rasions; 
the Canadian dollar equivalent of U.S. $15 million by 
Egypt in 1956, U.S. $10 million by Australia in 1961 
and U.S. $75 million by the United Kingdom in 1961. Suc 
drawings have the effect of increasing Canada's drawing 
rights while repayments in Canadian dollars have the 
reverse effect. As at May 31, 1962, the Fund's 
holdings of Canadian dollars amounted to the equivalent 
of U.S. $388 million; the amount which Canada could draw 
within the so-called "gold tranche" was U.S. $162 
million. A drawing of the gold tranche and the first 
three credit tranches would yield U.S. $574 million, and 
a drawing to 200 per cent of quota would produce U.S. 
$712 million. 

27. As indicated in paragraph 23, the 
attainment of one of the Fund's main goals, widespread 
convertibility, resulted in 1961 in the acceptance of th 


obligations of Article VIII by a number of countries of 
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Western Europe. This welcome development brought in its 
wake large scale movements of short-term capital from 
one country to another and raised the question of the 
adequacy of the Fund's resources to maintain the 
international payments system. In order to avoid any 
undesirable impact on the operation of the international 
payments mechanism from these developments, it seemed 
advisable to strengthen the resources avatleabie to the 
Fund. The course chosen was for the Fund to reach a 
decision on general arrangements by which it might borro 
supplementary resources under Article VII of the Fund 
Agreement to be used, if necessary, to support the 
international payments system. The ten main industrial 
countries, including Canada, agreed in January 1962, 
subject to legislative approval, to lend their currencie 
to the Fund up to specified.amounts when the Fund and 
these countries decide that supplementary resources are 
needed to forestall or cope with an impairment of the 
international monetary system. The total amount of such 
supplentary resources is U.S. $6 billion of which 
Canada's commitment will be U.S. $200 million. Use of 
these supplementary resources will be in accordance with 
the Fund's established policies and practices with respe 
to the use of its resources, including the time period 
of three to five years. The Fund will repay the countri 
that made the supplementary resources avaliable when it 
receives repayment, and in any case not later than five 
years after the borrowing. In addition, a country that 
has lent to the Fund can receive early repayment upon 


ted 
request if its own payments situation has deteriorated. 
Rights to repayment are fully backed by all the assets 


of the Fund. 
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APPENDIX II 
THE FOREIGN EXCHANGE MARKET IN CANADA 

28. The hub of the foreign exchange market in 
Canada is the inter-bank market. Farther out is an 
inner rim consisting of the head office foreign 
departments of the banks who, in effect, act as whole- 
salers of exchange. Beyond that again is an outer rim 
consisting of the branch banks with whom the public 
conduct their dealings and who may be likened to 
retailers. In this category are also the post office, 
express companies and other organizations who provide a 
service in money orders, travellers! cheques, etc. 

29. The inter-bank market is centred in 
Montreal and Toronto where the chartered banks have their 
head offices. Neither non-resident banks or resident 
investment and financial houses, commercial and industria 
corporations have direct access to this market, which is 
limited to the chartered banks and Bank of Canada. 

It has no written constitution, rules, or regulations but 
follows informally agreed procedures and traditional 
patterns of behaviour. 

30. The banks do not deal with each other 
directly but exclusively through the medium of brokers 
with whom they place buying orders (bids) or selling 
orders (offers) for stated amounts of exchange at 
specified prices. The function of the broker is to 
bring buyers and sellers together until a mutually 
acceptable rate is agreed upon and a deal made. 


31. Brokers do not themselves hold exchange 


positions or buy and sell for their own account; nor do 
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1 they have any hand whatsoever in the ultimate completion 
2 of the deal. When the deal has been arranged they send 
3 a confirmation to each of the principals. The confirm-~ 
4 ation sets out the amount, the rate, the date on which 

5 and the manner in which payment is to be effected. The 
6 brokers' job is then finished. Thereafter the banks 

7 complete the transaction directly with each other, the 

8 one making delivery of the exchange to the account of 

9 the buyer in a bank in the foreign centre nominated by 
10 him and the other making payment of the Canadian dollar 


equivalent locally. 


11 

12 32. There is a broker's office in Montreal 

13 and one in Toronto, each in direct telephone connection 
14 with the chartqred banks and the Bank of Canada. The 

15 two brokers in each office are paid fixed salaries by 

16 the Canadian Bankers! Association who alse provide office 
17 space and pay office expenses. This is a feature in the 
18 foreign exchange system in Canada which differs from the 
19 custom of exchange markets in other centres. It differs 
20 also from the pattern followed here before September 15, 
1 1939. Up to that time, in common with exchange markets 
22 elsewhere, brokers obtained their remuneration by 

23 charging a commission, or brokerage, on each deal on an 
24 agreed percentage basis. (This brokerage varied in 

25 Canada from time to time in the inter-war period but was 
26 1/64 per cent in 1939.) The brokers paid their own 

27 expenses and were in business for themselves, though the 
28 could not, of course, deal for their own account, and 

29 accepted orders only from Canadian banks, The Macmillan 


# Commission Report mentions that in 1933 there were six 


moliscqmoo otsmtsiv sit at tevecatadw basi yrs sved yer 
basa yodd begnsvte mesd esd’ fseb edtrasdW oyfseb ed to 
~mitiges edt .aisgioniuq sd3 to doses ot notdamrtitaoo s 
doidw co etsh end ysten ald .dawoms edd wo atealmotts 
sat ,betoslis od of al daemysq dobdw at vromnam sad Das 
anited sat redckpanaes -bedataht medt at dob larsxerd | 

eit .tedto deags dtihw eldostib motsossasart sdt stelgmos | 

| to teujoos edit of egmedone edt) teucrevifed -eatolam-eno 
yd Setsnimonm erties agietet edd ab aAnmed s ot asyud odd 1] 
161.06 nstbhsrsd oft to daeayeq gettolsm stoddo srt Bre ante 


Hy -Yllsool trefavinps 


LseitnoM mt sotto a'isoerd s af exon sSE 


noltosmnios enodgqelet togith at dose ,od¢netoT mt sno bas 


sdf .sbeusS to ast end bas asined betpdrero end cidtw 
yo gefasisa boxtt bheq aus eottto dose at ereslord ows 
sett sbiverq coals odw notdstoossa ‘atevtns® ostbenesdD ond 
Mad at etutset s ak sinatT . aoariegxs sobi*to vsq bis sosga 
edd Moth ateTtLbd sotdw sbhbensd-rrt msveys egasioxe aygtexo't 
SISItLh JL ,Aexdneo tenfto ath atexuan sgrisisoxe So motayp 
eck t9dmedqse sio%ed atat bewolfo? mretiag eat mort oats 
siediten egradoxe avtiw sommes mt ,emtd derld) of qu - ,RfeL 
Yo coltstornmmnes tledd bemtstde axrevord . 9tsrinsaels 

38 £0 L83b noses no ,.egeussord to, ,woleetamoo xs antorsia 
mi belisv egstexotd ataT) ,stasd eysteanieg Desiys 

esw tud Pobieg iswretmt edd ol omts ot smtdy mort sbarsd 
mo Tedd bieq atexord od? (,@£CL, mt. daso) req da\r 

jos dgvods .esvleameds not seentend at stew Dis asansqxs 
6s .tavooos awo trends sol [seb .sanvoes) to .tom bins 
i.LimosM od? .evnsd metbsnsd Mov yimeovarshio betqesos 


ala ovew etedt S§Cf mt sade énottaem Jrogen nolaatmmod 


Nethercut &é Young A188 


Torente, Ontario 


brokers in Montreal and two in Toronto. 

33. The minimum lot for trading is $100,000. 
Dealings may be for spot exchange (in which delivery is 
normally made on the next banking day common to both 
centres concerned), for forward exchange (in which 
delivery is made on an agreed future date) and for 
exchange swaps. (in which purchases of exchange for spot 
delivery are made simultaneously against sales of like 
amounts for forward delivery). 

34. While trading in spot exchange is conducte 
in the market on the basis of the vaiue of the foreign 
currency in terms of the Canadian doliar, forward 
exchange is quoted on the basis of the difference 
(spread) between the value of spot and forward expressed 
asia premium or discount. Thus United States doilars for 
ninety days forward delivery may be quoted at "1/8¢ 
premium" over spot; "1/32¢ discount" on spot ete.; 
ninety day sterling might be quoted at “s¢ premium"; 

"i¢ discount” etc. On swap transactions it is oniy 
after the broker has brought buyer and seller together 
on the basis of the spread that the actual value to be 
put on both the spot and forward ends of the deal is 
agreed. Before the war it was difficult to arrange 
forward transactions either outright or in the form of 
swaps for longer periods than three months. The 
situation has improved considerably and trading for 
periods up to six months ahead is normal. Deais for 
much longer periods are harder to arrange but do, at 
times, go through the market. 


35. Imports and exports and many other kinds o 
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1 business operations give rise to forward exchange 

2 transactions by which people protect themselves against 

3 exchange risk. In the simplest case, an exporter expect 
4 ing to receive foreign exchange at a specific date in th 
5 future will sell it forward to his bank; an importer 

6 committing himself to pay foreign exchange at a specific 
7 date in the future will buy it forward from his bank. 

8 When it is not feasible for the client to name a precise 
9 date at which he can make or take delivery of the 

10 exchange, the bank may arrange the contract to give him 

li the option to deliver within a stated period of 15 days 

12 oramonth. Swap transactions may arise in a variety 

13 of situations. Banks do not usually balance off a 


forward position which they have entered into with their 


14 
15 clients by looking to the inter-bank market for an 
16 offsetting outright forward transaction corresponding 
17 as to date, but instead hedge the greater risk of the 
18 spot rate first by a spot deal, waiting for an opportune 
19 time to cover the secondary risk of the forward premium 
20 or discount. In consequence the turnover in the market 
1 for swaps is greater than for outright forwards. 
2 36. In recent years there has been considerabile 
23 activity in a "swap-and-investment" technique known as 

| 24 “interest arbitrage" which consists of making use 

| 25 of exchange swaps to convert liquid funds into the 

| 6 currency of another country for investment in short-term 
27 securities in order to obtain a better yield than can 
og |  ¢ obtained on a similiar class of investment in one's o1 
29 country. If the yield on United States treasury bills 


is 3/4 per cent below the yield on Canadian treasury bills, 
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and the Canadian dollar can be bought spot and sold 
forward at a discount equivalent to + per cent annually, 
Canadian treasury bills offer a yield higher by # per cen 
on a covered basis to United States investors. Operation 
of this type have been known for many years, particularly 
in Europe, but the volume has increased greatly in recent 
years as exchange restrictions imposed during the war 
have been modified or withdrawn. Interest arbitrage 
dealings in Canada were of no great importance until the 
past few years but are now very substantial. The 
principal participants are the banks themselves, 
investment houses, insurance companies and similar 
financial concerns, who have large holdings of liquid 
funds at all times, and industrial corporations and publi 
bodies who may from time to time have funds for 
temporary investment. The effect of interest arbitrage 
when undertaken in volume is of course ultimately to 
bring the net yields available in such operations 
sufficiently in line that they are no longer attractive. 
37. Almost ali dealings in the inter-bank 
market are in United States dollars and sterling. These 
are international currencies in the sense that they are 
used in world trade between countries other than the 
United States and the United Kingdom. Prices of many 
commodities are quoted and trade conducted in terms of 
one or other of these currencies as also are freight 
and insurance. Only a smail proportion of Canada's 
external trade is denominated in Canadian dollars; to 
trade in terms of Canadian dollars would be simpler for 


residents of Canada, but less convenient for non-resident 
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and might involve some additional cost in covering 
exchange. In the main, banks cover their requirements 
of the currencies of other countries by going through 
New York or London or by the sale of United States 
dollars, sterling or Canadian dollars in the country 
whose currency is needed. Nevertheless transactions are 
occasionally arranged in the market here in the 
currencies of Continental European countries, 

38. There has been a large increase in the 
turnover in the foreign exchange market since the pre-wa 
period. Perhaps the most important reason is the 
elimination of the brokerage; traders are no longer 
deterred from placing a selling order in the market even 
though they believe that later in the day they might have 
a buying order from a customer which would absorb all or 
part of the amount they are offering in the market. 
Whereas up to 1939 the Canadian banks took a great part 
of their dollar exchange business to New York the 
tendency now appears to be for the New York banks to 
bring their business to Canada. There has been a large 
insrease in the volume of forward transactions, 
particularly swap transactions; this reflects the more 
widespread practice among the banks' customers of 
eovering their exchange risk forward, and the more activ 
participation by Canadian investment houses and banks in 
interest arbitrage transactions. 

39. It should perhaps be noted that the inter 
bank market turnover which amounted to aimost $2 billion 
in 1961 is only a fraction of the sum total of Canada's 


4nternational dealings in the course of a year; Canada's 
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international transactions on current account alone 
exceeded $16 billion in 1961. The explanation is that 
with only a relatively few banks, each constitutes a 
considerable market in itself; banks are able to offset 
or "marry" their purchases and sales largely within thei 
own systems and only need have recource to the inter- 
bank market to dispose of surplus receipts or to cover 
net deficiencies. The size of the market turnover wiil 
vary according to the random way in which purchases 

and sales offset each other or fail to do so in each 


bank's own internal operations. 
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